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ECONOMIC  REPORT 
OF  THE  PRESIDENT 


ECONOMIC  REPORT  OF  THE  PRESIDENT 

To  the  Speaker  of  the  House  of  Representatives  and  the  President  of  the  Senate: 

It  is  with  great  pride  in  the  accomplishments  of  the  American 
people  that  I  present  my  eighth,  and  final.  Economic  Report  of  the  Presi¬ 
dent.  When  I  took  office  8  years  ago  there  was  widespread  doubt  con¬ 
cerning  the  ability  and  resolve  of  the  United  States  to  maintain  its 
economic  and  political  leadership  of  the  Free  World.  Political  events 
abroad  seemed  to  demonstrate  the  impotence  of  American  power, 
while  economic  events  at  home  raised  concerns  about  the  vitality  of 
our  system.  Throughout  most  of  the  1970s  inflation  raged  at  unac¬ 
ceptably  high  rates,  and  unemployment  moved  upward.  Stagflation,  a 
name  invented  for  the  era,  and  malaise  were  the  words  used  to  de¬ 
scribe  America. 

Today,  it  is  as  if  the  world  were  bom  anew.  Those  who  doubted 
the  resolve,  and  resilience,  of  the  American  people  and  economy 
doubt  no  more.  The  tide  of  history,  which  some  skeptics  saw  as 
ebbing  inevitably  away  from  Western  ideals  of  freedom  of  thought, 
expression,  and  enterprise,  flows  in  our  direction.  By  strengthening 
our  military  posture  and  reaffirming  our  commitment  to  the  cause  of 
freedom  throughout  the  world,  we  have  restored  respect  for  America 
and  have  achieved  the  first  arms  control  agreement  in  history  to 
eliminate  an  entire  class  of  nuclear  missiles.  And  by  reducing  taxes 
and  regulatory  bureaucracy,  we  have  unleashed  the  creative  genius  of 
ordinary  Americans  and  ushered  in  an  unparalleled  period  of  peace¬ 
time  prosperity.  The  world  today  is  far  safer,  and  more  prosperous, 
than  it  was  8  years  ago.  And  the  America  of  today  is,  once  ag^in, 
brimming  with  self-confidence  and  a  model  for  other  countries  to 
emulate.  To  be  sure,  there  are  challenges  for  the  future,  but  I  leave 
office  confident  that,  with  continued  cooperation  between  the  Presi¬ 
dent  and  the  Congress,  America  will  meet  these  challenges  and,  in 
partnership  with  its  allies,  will  continue  to  lead  the  world  toward 
peace,  prosperity,  and  freedom. 

An  Historical  Perspective 

Barely  40  years  have  passed  since  the  end  of  World  War  II,  but 
how  the  world  has  changed  during  that  period.  Man  has  walked  on 
the  Moon;  products  once  unimagpned  are  now  commonplace;  goods 
once  considered  luxuries  are  now  necessities  of  life.  Notwithstanding 
these  enormous  changes,  the  prime  historical  reality  of  this  period 
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has  been  the  rivalry  between  two  competing  political  and  economic 
systems.  One  system  operates  by  concentrating  power  in  the  hands  of 
the  few,  by  limiting  personal  freedoms,  and  by  centralizing  economic 
decisions.  At  its  best,  it  is  a  system  of  state  paternalism;  at  its  worst, 
one  of  tyranny. 

The  other  system  believes  that  power  emanates  from  the  individ¬ 
ual,  not  from  the  state;  that  the  function  of  government  is  to  serve, 
not  dictate  to,  individuals.  The  g^eat  democracies  recognize  that  po¬ 
litical  and  economic  freedom  are  indivisible;  policies  that  threaten 
one  of  these  freedoms  inevitably  undermine  the  other.  These  two  di¬ 
vergent  systems  have  vied,  sometimes  with  words  and  sometimes 
with  swords,  for  the  hearts  and  minds  of  the  rest  of  the  world. 

At  the  end  of  World  War  II  the  outcome  of  this  competition  was, 
to  some,  far  from  certain.  Many  intellectuals,  looking  back  upon  the 
experience  of  the  depression  in  the  interwar  period,  felt  that  the 
future  was  with  communism.  These  people  felt  that  capitalism,  with 
its  emphasis  on  the  individual  and  decentralized  decisionmaking, 
could  not  cope  with  the  complexity  of  a  modem  economy.  In  the 
years  that  followed,  some  countries  chose  state  planning  and  state 
ownership  over  the  alleged  chaos  of  the  marketplace,  while  many 
more  countries  had  this  authoritarian  system  imposed  upon  them. 
Centralized  control  %vas  especially  attractive  for  many  newly  emerging 
economies,  which  felt  themselves  impoverished  from,  and  were  re¬ 
sentful  of,  their  colonial  experience.  These  countries  turned  inward, 
to  highly  regulated  economies  that  shunned  open  markets  and  inter¬ 
national  trade  as  the  path  to  prosperity,  and  instead  sought  self-suffi¬ 
ciency. 

Today,  few  doubt  which  of  these  systems  will  emerge  triumphant. 
Comparisons  of  economies  with  common  cultures  and  people,  such 
as  North  and  South  Korea,  East  and  West  Germany,  or  the  People’s 
Republic  of  China  and  Hong  Kong  or  Taiwan,  uniformly  show  that 
systems  that  emphasized  individual  initiative,  open  markets,  and  per¬ 
sonal  freedoms — as  opposed  to  collective  action — have  prospered 
most.  Developing  economies  have  increasingly  recognized  the  bene¬ 
fits  of  the  market  system  as  they  have  undertaken  reforms  to  reduce 
the  role  of  government  and  to  increase  the  role  of  international 
trade.  Most  recently,  this  trend  has  even  embraced  the  two  largest 
proponents  of  state  control,  as  first  China  and  now  the  Soviet  Union 
have  reluctantly  recognized  that  the  true  chains  on  individual  fulfill¬ 
ment  are  an  overbearing  government  that  destroys  motivation  and 
freedom. 

Viewed  from  the  perspective  of  one  who  remembers  well  events  of 
40  years  ago,  the  prosperity  that  we  enjoy  today  is  extraordinary. 
The  economic  growth  experienced  by  countries  that  chose  the  path 


4 


of  economic  and  political  freedom  is  virtually  unparalleled  in  human 
history.  This  economic  success  is  attributable  to  all  nations  that 
joined  in  pursuing  market-oriented  policies  at  home  and  in  reducing 
barriers  to  trade  among  nations. 

Americans  can  take  a  special  pride  in  this  postwar  record.  Ameri¬ 
can  aid  to  Western  Europe  and  Japan  helped  rebuild  those  war-torn 
regions.  America  took  the  lead  in  fostering  negotiations  that  reduced 
trade  barriers  and  created  international  institutions  that  promoted  fi¬ 
nancial  stability  and  reconstruction.  Open  American  markets  not  only 
benefited  consumers  at  home,  but  also  sped  recovery  abroad.  And 
America  took  the  lead  in  preserving  the  freedoms  and  prosperity  we 
all  enjoy.  As  Winston  Churchill  said  in  1952:  “What  other  nation  in 
history,  when  it  became  supremely  powerful,  has  had  no  thought  of 
territorial  aggrandizement,  no  ambition  but  to  use  its  resources  for 
the  good  of  the  world?  I  marvel  at  America’s  altruism,  her  sublime 
disinterestedness.” 

The  Role  of  Government 

As  I  said  in  my  first  Inaug^iral  Address,  “If  we  look  to  the  answer 
as  to  why  for  so  many  years  we  achieved  so  much,  prospered  as  no 
other  people  on  Earth,  it  was  because  here  in  this  land  we  unleashed 
the  energy  and  individual  genius  of  man  to  a  greater  extent  than  has 
ever  been  done  before.”  The  central  role  of  government  must  be  to 
nurture  this  genius,  not  to  shackle  it  in  a  morass  of  regulations  or  to 
tax  away  the  incentives  for  innovation. 

This  is  not  to  deny  that  there  are  vital  functions  that  a  government 
must  perform,  but  it  must  always  do  so  in  the  least  intrusive  and 
costly  fashion.  The  guiding  philosophy  of  my  Administration  has 
been  to  leave  to  private  initiative  all  functions  that  individuals  can  ef¬ 
fectively  perform  for  themselves,  and  when  government  action  is  nec¬ 
essary,  to  use  the  level  of  government  closest  to  the  community  for 
all  the  public  functions  it  can  effectively  handle.  Federal  Government 
action  should  be  reserved  only  for  those  functions  that  require  na¬ 
tional  attention.  In  this  way  government  will  least  interfere  with  pri¬ 
vate  incentives  and  will  be  most  responsive  to  the  wishes  of  the 
people  it  serves. 

The  Federal  Government,  of  necessity,  must  provide  for  the  na¬ 
tional  defense.  Only  through  strength  can  we  maintain  peace  and 
secure  freedom  and  prosperity  for  ourselves  and  all  free  nations.  But 
we  must  ensure  that  our  defense  money  is  spent  wisely,  not  on  pork- 
barrel  projects,  such  as  maintaining  military  bases  that  are  no  longer 
necessary.  This  Administration,  through  its  words  and  its  deeds,  has 
shown  its  commitment  to  protecting  the  health  and  financial  security 
of  our  elderly.  Similarly,  the  government  must  provide  a  safety  net 
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for  the  Nation’s  poor,  but  it  must  do  so  in  a  way  that  promotes  indi¬ 
vidual  initiative.  Too  often,  government  programs,  created  with  the 
best  of  intentions,  serve  to  prolong,  rather  than  eliminate,  poverty. 

There  are  some  limited  circumstances  in  which  government  regula¬ 
tion  of  private  activity  may  be  beneficial.  Few  would  doubt  that  some 
rules  are  needed  to  protect  the  Nation’s  water  and  air  from  pollution. 
However,  it  is  imperative  that  all  such  rules  and  regulations  be  based 
on  sound  economic  principles  that  minimize  the  intrusion  on  private 
decisions.  Whether  well  or  poorly  designed,  whether  aimed  at  worthy 
or  dubious  objectives,  these  rules  have  one  thing  in  common:  They 
“tax”  and  “spend”  billions  of  dollars  of  private  funds,  unconstrained 
by  public  budget  or  appropriations  controls. 

The  main  role  of  government  is  to  provide  a  stable  economic  envi¬ 
ronment  that  allows  each  individual  to  reach  his  or  her  full  potential. 
Individuals  and  businesses  must  be  able  to  make  long-run  plans  con¬ 
fident  that  the  government  will  not  change  the  rules  halfway  through 
the  game.  Government’s  drain  on  the  economy,  both  through  its  use 
of  resources  that  could  be  used  more  productively  by  the  private 
sector  and  through  taxes  that  destroy  individual  incentives,  must  be 
minimized.  This  Administration’s  long-term  view  of  fiscal  policy, 
which  abandoned  the  outmoded  emphasis  on  fine-tuning  the  econo¬ 
my,  has  set  the  basis  for  the  record  peacetime  expansion  we  currently 
enjoy.  This  i>olicy,  in  conjunction  with  responsible  monetary  policy, 
has  led  to  a  sizable  decrease  in  both  unemployment  rates  and  infla¬ 
tion  over  the  past  8  years.  I  am  pleased  to  say  that  my  Administration 
is  the  first  in  more  than  a  generation  that  can  lay  claim  to  this  accom¬ 
plishment. 

The  government’s  economic  role  in  the  international  sphere 
should  be  similarly  circumspect.  It  is  the  primary  responsibility  of 
governments  to  promote  sound  and  stable  financial  markets  that  en¬ 
courage  international  commerce  and  to  reduce  barriers  to  trade  at 
home  and  abroad.  Reducing  these  barriers  will  allow  markets,  not 
governments,  to  determine  the  goods  that  society  produces.  Too 
often  policies  designed  to  preserve  jobs  in  one  industry  reduce  com¬ 
petitiveness  and  employment  in  other  industries.  A  creative,  competi¬ 
tive  America  is  the  answer  to  a  changing  world,  not  trade  wars  that 
close  doors,  create  greater  barriers,  and  destroy  millions  of  jobs.  We 
should  always  remember:  Protectionism  is  destructionism.  America’s 
jobs,  America’s  growth,  America’s  future  depend  on  trade — trade 
that  is  free,  open,  and  fair. 

The  Record  of  the  Past  8  Years 

In  my  first  Inaugural  Address  I  stated,  “The  economic  ills  we 
suffer  have  come  upon  us  over  several  decades.  They  will  not  go 


away  in  days,  weeks,  or  months,  but  they  will  go  away.”  After  a  shaky 
start,  necessitated  by  the  sorry  state  of  the  economy  in  1980,  we  now 
have  a  peacetime  economy  entering  an  unprecedented  7th  year  of  ex¬ 
pansion.  The  leng^,  strength,  and  resilience  of  this  expansion  are 
ample  testimony  to  the  wisdom  of  the  policies  that  we  have  pursued. 

During  this  expansion,  real  GNP  has  risen  by  more  than  4  percent 
a  year,  nearly  double  the  growth  rate  of  the  previous  8  years.  The 
growth  in  employment  and  jobs  has  been  phenomenal;  nearly  19  mil¬ 
lion  nonagricultural  jobs  have  been  created  during  this  period,  with 
nearly  3.5  million  new  jobs  created  in  the  first  1 1  months  of  1988. 
Furthermore,  this  remarkable  expansion  has  benefited  all  segments 
of  the  population.  While  civilian  employment  has  increased  by  more 
than  17  percent,  Hispanic  employment  has  grown  by  more  than  45 
percent,  black  employment  by  nearly  30  percent,  and  female  employ¬ 
ment  by  more  than  20  percent.  The  decline  in  unemployment  rates  is 
equally  dramatic — the  overall  unemployment  rate  has  been  cut  in 
half,  down  to  levels  not  seen  in  14  years.  And,  assertions  to  the  con¬ 
trary,  the  jobs  created  are  good  ones;  over  90  j>ercent  of  the  new 
jobs  are  full-time,  and  over  85  percent  of  these  full-time  jobs  are  in 
occupations  in  which  average  annual  salaries  exceed  $20,000. 

Unlike  previous  experiences,  this  expansion  has  been  accomplished 
without  simultaneously  fueling  inflation.  The  average  inflation  rate 
during  this  period,  as  measured  by  the  GNP  deflator,  has  been  barely 
one-third  the  rate  of  inflation  that  prevailed  in  1980.  The  scourge  of 
inflation,  which  served  as  a  hidden  tax  on  the  American  people  and 
diverted  productive  resources  to  unproductive  uses,  has  been 
brought  under  control  here  and  in  our  major  trading  partners.  This, 
in  turn,  has  led  to  a  dramatic  decline  in  interest  rates,  which,  while 
still  high  by  historic  standards,  are  far  lower  than  they  were  in  Janu¬ 
ary  1981.  In  short,  we  have  achieved  the  objectives  that  eluded  us 
during  the  1970s — rapid  economic  growth  and  declining  inflation 
rates. 

This  record  has  been  achieved  not  through  alchemy,  but  by  using 
that  good  old-fashioned  recipe  of  reducing  the  role  of  government. 
Too  often  the  government  has  sought  to  solve  problems  best  left  to 
the  private  sector;  and  too  often  these  solutions  have  had  devastating 
side  effects.  We  have  at  last  learned  that  more  government  is  not  the 
solution  to  our  problem;  often  it  is  the  problem. 

Our  New  Beginning  has  restored  personal  incentives  through  a 
series  of  tax  reforms  and  tax  cuts.  These  reforms  have  reduced  the 
top  Federal  marginal  income  tax  rate  to  less  than  one-half  the  level 
that  prevailed  when  we  took  office  and  decreased  tax  liabilities  at  all 
income  levels.  The  Tax  Reform  Act  of  1986  improved  efficiency  by 
eliminating  many  tax  preferences  that  distort  private  decision- 
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making.  By  reducing  tax  rates  and  tax  loopholes,  we  have  encour¬ 
aged  people  to  make  money  the  old-fashioned  way — by  producing 
goods  and  services  that  people  want,  not  by  finding  new  ways  to 
avoid  taxes.  The  tax  reforms  have  increased  equity  as  well,  as  an  esti¬ 
mated  4  million  low-income  individuals  and  families  have  been  re¬ 
moved  from  the  income  tax  rolls  by  1988.  If  imitation  is  the  sincerest 
form  of  praise,  then  the  fact  that  many  other  major  industrial  powers 
have  also  cut  their  tax  rates  is  praise  indeed. 

These  tax  reforms,  combined  with  regulatory  reforms  that  will 
result  in  billions  of  dollars  of  saving  over  this  decade,  have  helped 
spur  productivity  growth.  Since  1981,  manufacturing  productivity  has 
gfrown  at  an  average  annual  rate  exceeding  4  percent,  triple  the  rate 
for  the  preceding  8  years  and  nearly  50  percent  faster  than  that  for 
the  period  1948-73.  This  productivity  gjrowth,  combined  with  ex¬ 
change-rate  changes,  has  led  to  a  surge  in  U.S.  exports  that  puts  to 
rest  the  notion  that  U.S.  industry  is  no  longer  competitive. 

We  have  also  made  progress  in  reining  in  government  expendi¬ 
tures,  but  much  still  needs  to  be  done.  We  have  reduced  the  rate  of 
growth  of  Federal  spending,  and  over  the  past  5  years  government 
spending  as  a  percent  of  GNP  has  fallen  from  25.1  to  23.2  percent. 
Significant  progress  has  also  been  made  in  reducing  the  budget  defi¬ 
cit,  both  in  absolute  terms  and  as  a  percent  of  GNP,  but  further 
progfress  can  be  made  only  by  reducing  government  spending.  Tax 
increases  would  only  threaten  the  enormous  progress  that  has  been 
made  so  far. 

Our  successes  extend  to  the  international  sphere  as  well.  The 
strong  U.S.  recovery,  coupled  with  a  weaker  recovery  abroad,  helped 
create  a  sizable  U.S.  trade  deficit.  While  the  trade  deficit  has  been 
sig^ificandy  reduced  during  the  past  year  as  a  result  of  our  surging 
exports,  it  has  served  as  an  excuse  for  those  seeking  protection  from 
foreign  competition.  Protectionism,  like  most  forms  of  government 
intervention  in  the  economy,  serves  only  to  enrich  the  few  at  the  ex¬ 
pense  of  the  many.  We  have  successfully  resisted  this  protectionist 
pressure,  while  pursuing  major  trade  liberalization  efforts  abroad. 

The  Israel-United  States  Free-Trade  Agreement  was  the  first  such 
agreement  entered  into  by  the  United  States.  The  recently  imple¬ 
mented  Free-Trade  Agreement  with  Canada  represents  an  historic 
step  forward  for  two  staunch  allies.  In  addition  to  creating  the 
world’s  largest  free-trade  area  between  two  countries  and  generating 
large  benefits  for  both  countries,  it  serves  as  a  model  of  what  can  be 
accomplished  in  other  negotiating  forums.  The  United  States  remains 
committed  to  full  multilateral  liberalization,  as  reflected  in  the  fact 
that  we  are  the  driving  force  behind  the  current  Uruguay  Round  of 
multilateral  negotiations  under  the  General  Agreement  on  Tariffs 
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and  Trade.  While  these  negotiations  are  not  scheduled  to  conclude 
until  1990,  the  results  of  the  recent  Mid-term  Review  indicate  that 
they  will  result  in  significant  reductions  in  trade  barriers  and  a  signif¬ 
icant  expansion  in  trade  coverage. 

Rather  than  succumbing  to  protectionist  pressures  at  home,  we 
have  vigorously  combatted  unfair  trade  barriers  abroad.  This  was  the 
first  Administration  to  seek,  on  its  own  initiative,  changes  in  foreign 
trade  practices  that  harmed  American  business.  These  policies  have 
helped  reduce  foreign  trade  barriers  and  given  American  companies 
a  chance  to  compete  on  equal  terms. 

The  Challenges  Ahead 

As  proud  as  I  am  of  these  and  many  other  accomplishments,  I  will 
be  the  first  to  admit  that  the  agenda  is  not  yet  completed.  First,  and 
foremost,  is  a  need  to  reform  the  budget  process  and  to  bring  Feder¬ 
al  spending  under  control.  The  large  budget  deficit  that  this  Nation 
faces  is  not  a  result  of  too  few  taxes,  but  too  much  spending.  Strong 
economic  growth  and  the  base-broadening  effect  of  tax  reform  have 
led  to  sizable  increases  in  Federal  receipts.  According  to  current  pro¬ 
jections,  these  receipts  will  have  increased  by  over  $375  billion  be¬ 
tween  fiscal  years  1981  and  1989,  but  spending  will  have  increased 
more  rapidly — by  more  than  $450  billion  over  this  8-year  period. 
Projections  indicate  that  Federal  revenue  will  grow  by  more  than  $80 
billion  during  the  next  fiscal  year.  All  that  is  required  to  reduce  the 
deficit  is  to  halt,  or  moderate,  the  increase  in  expenditures. 

Gramm-Rudman-Hollings  is  a  first  step  toward  bringing  the  deficit 
under  control.  However,  further  progjress  toward  reform  of  the 
budget  process  is  needed.  Under  current  practice,  funding  for  spe¬ 
cial-interest  groups  is  combined  with  vital  appropriations,  leaving  the 
President  the  choice  between  vetoing  the  entire  package  or  accepting 
some  funding  that  he  knows  is  not  in  the  national  interest.  To  pre¬ 
vent  this  waste  of  taxpayers’  money,  the  President  needs  what  most 
governors  already  have — a  line-item  veto  and  enhanced  rescission  au¬ 
thority. 

Moreover,  the  current  budget  process  places  no  real  restraint  on 
congressional  appropriations,  because  expanded  spending  on  one 
program  does  not  require  reduced  spending  on  other  prog^ms.  Too 
often  the  temptation  is  to  raise  taxes,  not  lower  spending.  A  law  that 
requires  a  super  majority  of  the  Congfress  to  approve  waivers  of 
spending  limits  or  tax  limits  would  help  ensure  that  taxpayers’  hard- 
earned  dollars  are  spent  wisely,  and  that  the  temptation  to  increase 
tax  burdens  is  resisted.  Furthermore,  reform  of  government  credit 
operations  is  required  to  limit  new  subsidies  and  to  guarantee  that 
the  true  costs  of  these  measures  are  not  hidden  from  public  scrutiny. 
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Tliese  reforms,  together  with  the  balanced  budget  amendment  that  I 
have  repeatedly  endorsed,  would  guarantee  the  fiscal  prudence  that 
is  needed  to  sustain  the  dramatic  expansion  of  the  past  6  years.  Lim¬ 
iting  government  expenditures  would  also  help  stimulate  the  private 
investment  that  is  required  to  ensure  that  the  next  generation  of 
Americans  can  look  forward  to  the  same  increase  in  living  standards 
that  previous  generations  have  enjoyed. 

Despite  the  enormous  progress  we  have  already  made  in  bringing 
down  inflation,  there  is  still  work  to  be  done.  Inflation  is  a  hidden, 
insidious  way  of  taxing  the  American  people.  Price  stability,  not 
merely  lowered  inflation,  is  the  key  to  maintaining  the  vigor  of  the 
American  economy  and  the  strong  international  role  of  the  dollar. 
Stable,  predictable  monetary  policy  can  provide  the  type  of  price  sta¬ 
bility  that  benefits  not  only  our  own  economy,  but  also  provides  sig¬ 
nificant  benefits  to  those  developing  countries  that  are  so  dependent 
upon  us. 

Perhaps  most  importantly,  the  challenge  for  the  future  is  to  main¬ 
tain  and  expand  upon  the  progress  we  have  made  in  taking  economic 
decisions  away  from  the  government  and  returning  them  to  the  pri¬ 
vate  sector,  where  they  properly  belong.  Governments  are  notorious¬ 
ly  bad  at  identifying  “industries  of  the  future,”  and  efforts  to  have 
the  government  formulate  and  implement  industrial  policy  must  be 
strongly  resisted.  For  decades,  government  policies  throughout  the 
world  have  distorted  agricultural  production  and  trade.  Adoption  of 
our  bold  proposal  to  phase  out  these  policies  in  the  United  States 
and  other  major  producing  countries  would  result  in  enormous  effi¬ 
ciency  gains.  And,  while  major  deregulatory  gains  have  been  made, 
much  more  can  be  accomplished.  Reduced  regulation  of  vital  sectors, 
including  transportation,  energy,  and  financial  industries,  has  led  to 
significant  increases  in  productivity  and  to  sizable  gains  for  consum¬ 
ers.  Further  deregulation  of  the  financial  sector  can  help  preserve 
this  country’s  position  as  the  financial  capital  of  the  world.  Finally, 
we  must  resist  pressure  to  increase  government  requirements  for 
mandated  benefits.  These  prog^ms,  while  well-intentioned,  increase 
costs,  reduce  labor  market  flexibility,  and  reduce  productivity.  They 
undermine  the  competitiveness  of  American  business  and  they  ulti¬ 
mately  hurt  the  very  people  they  are  supposed  to  benefit. 

Conclusion 

In  8  short  years,  we  have  reversed  a  50-year  trend  of  turning  to  the 
government  for  solutions.  We  have  relearned  what  our  Founding  Fa¬ 
thers  knew  long  ago— it  is  the  people,  not  the  government,  who  pro¬ 
vide  the  vitality  and  creativity  that  make  a  great  nation.  Just  as  the 
first  American  Revolution,  which  began  with  the  shot  heard  ’round 
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the  world,  inspired  people  everywhere  who  dreamed  of  freedom,  so 
has  this  second  American  revolution  inspired  changes  throughout  the 
world.  The  message  that  we  brought  to  Washington — reduce  govern¬ 
ment,  reduce  regulation,  restore  incentives — has  been  heard  around 
the  world. 

I  leave  office  secure  in  the  knowledge  that  these  policies  have 
worked,  and  confident  that  this  great  Nation  will  continue  to  lead  the 
way  toward  freedom  and  prosperity  for  all  mankind. 

crvAJ^flx^ 

THE  WHITE  HOUSE, 

JANUARY  10.  1989. 
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Council  of  Economic  Advisers, 
Washington,  D.C.,  January  6,  1989. 

Mr.  President: 

The  Council  of  Economic  Advisers  herewith  submits  its  1989 
Annual  Report  in  accordance  with  the  provisions  of  the  Employment 
Act  of  1946  as  amended  by  the  Full  Employment  and  Balanced 
Growth  Act  of  1978. 

Sincerely, 


Thomas  Gale  Moore 
Member 
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CHAPTER  1 


Free  Markets,  Stability,  and  Economic 
Growth 

THE  FOUR  DECADES  SINCE  WORLD  WAR  II  stand  out  as  a 
period  of  remarkable  growth  for  the  developed  market  economies. 
More  people  in  more  countries  increased  their  standard  of  living 
than  in  any  other  era.  Real  gross  national  product  (GNP)  per  capita 
in  each  of  the  major  industrialized  nations  has  grown  significantly 
faster  since  1948  than  before  World  War  II.  This  success  is  based  in 
part  on  reliance  by  the  United  States  and  the  other  nations  on  pri¬ 
vate  incentives  and  free  markets,  with  governments  attempting  to 
provide  both  a  stable  macroeconomic  framework  and  a  stable  world 
political  environment.  The  result  has  been  strong  economic  growth 
and  large  improvements  in  social  conditions  for  the  United  States 
and  other  nations. 

In  the  United  States  real  income  per  capita  and  real  reproducible 
tangible  wealth  per  capita  more  than  doubled  between  1948  and 
1987.  These  g^ins  were  widespread,  with  real  family  income  more 
than  doubling  for  both  those  at  the  highest  and  the  lowest  fifth  of 
the  income  distribution.  The  poverty  rate  dropped  from  30.2  percent 
in  1950  to  13.5  percent  in  1987  (8.5  percent  if  noncash  benefits  are 
included).  Most  of  the  drop  occurred  before  the  rapid  rise  in  transfer 
programs.  Life  expectancy  rose  from  67  to  75  years.  Increases  in 
wealth,  pensions,  and  insurance  allowed  more  people  to  enjoy  these 
extra  years;  the  labor  force  participation  rate  of  those  65  and  over 
fell  from  27.0  to  11.1  percent.  The  average  workweek  fell  from  42.8 
to  38.7  hours.  The  percentage  of  the  population  with  private  health 
insurance  increased  from  51  in  1950  to  77  in  1985.  Most  measures  of 
environmental  pollution  also  showed  improvement;  parts  per  metric 
ton  of  suspended  particulates  in  the  air  fell  from  24.5  million  in  1950 
to  7.3  million  in  1985. 

The  current  expansion  represents  a  continuation — after  the  stagfla¬ 
tion  of  the  1970s  and  early  1980s — of  this  extraordinary  postwar 
record  of  sustained  growth.  During  this  recordbreaking  peacetime  ex¬ 
pansion  the  trend  toward  higher  unemployment  and  inflation  that 
characterized  stagflation  has  been  reversed.  (A  discussion  of  the  ac¬ 
complishments  of  the  current  expansion  appears  in  Chapter  7.)  The 


success  of  the  current  expansion  rests  upon  a  philosophy  that  has  | 
served  the  United  States  well  in  the  past:  the  private  sector  is  inher¬ 
ently  stable  and  is  the  fundamental  source  of  economic  growth.  Gov¬ 
ernment’s  appropriate  role  is  to  foster  the  inherent  dynamism  of  the 
private  sector.  It  can  do  so  by  improving  private  incentives  and  pro¬ 
viding  a  framework  for  economic  and  political  stability,  basic  public 
infrastructure,  and  a  social  safety  net  and  by  promoting  open  and 
flexible  markets. 

As  this  chapter  and  this  Report  demonstrate,  during  the  postwar  era 
and  throughout  the  20th  century,  when  government  has  confined 
itself  to  this  role,  strong  increases  in  standards  of  living  have  been 
recorded.  In  contrast,  when  government  has  departed  from  its  appro¬ 
priate  role,  incentives  have  become  distorted  and  the  United  States 
and  other  countries  have  recorded  poorer  economic  performances. 

The  other  chapters  of  this  Report  expand  on  these  themes  in  vari¬ 
ous  areas  of  policy  that  have  contributed  to  the  sustained  growth 
during  the  postwar  period.  The  chapters  address  the  contributions  of 
fiscal  policy  (Chapter  2),  international  trade  and  finance  (Chapters  3 
and  4),  regulation  (Chapter  5),  and  science  and  technology  (Chapter 
6)  to  the  outstanding  economic  performance  in  the  postwar  period 
and  especially  in  the  1980s. 

Lessons  from  Past  Policy:  The  Employment  Act  of  1946  arose  out  of 
the  policy  mistakes  of  the  Great  Depression.  The  act  was  amended  in 
1978  as  a  result  of  dissatisfaction  with  increasing  unemployment  and 
inflation.  The  act  charges  the  Federal  Government  with  promoting 
maximum  employment,  production,  and  purchasing  power,  with 
“maximum  reliance  on  the  resources  and  ingenuity  of  the  private  | 
sector.’’  How  best  to  achieve  these  goals  has  been  the  central  ques¬ 
tion  that  economic  policymakers  have  addressed  during  the  postwar  j 
period.  Government  can  make,  and  has  made,  two  major  mistakes  in  ' 
promoting  these  goals.  Policy  can  be  so  passive  that  it  is  procyclical,  j 
exacerbating  cyclical  downturns.  By  contrast,  policy  can  be  so  active  ! 
that  it  increases  instability  and  uncertainty. 

The  Great  Depression  provides  a  critical  example  of  the  first  mis¬ 
take.  Throughout  the  decline,  the  Federal  Reserve  failed  to  function  j  ' 

as  the  supplier  of  liquidity.  The  money  supply  contracted  along  with  |  ' 

the  economy,  contributing  to  the  economic  collapse:  employment,  | 
production,  and  real  incomes  plummeted.  j  I 

The  1970s  provide  an  example  of  the  second  mistake,  with  policy  ]  * 

misperceiving  short-term  events  for  lasting  changes.  Stop-go  policies,  j 
which  employed  monetary  and  fiscal  policy  to  react  to  the  oil  crisis  j  * 

and  other  transitory  shocks,  resulted  in  higher  unemployment  and  j  < 

higher  inflation.  High  and  variable  inflation,  interacting  with  the  Tax  ^ 

Code,  reduced  incentives,  productivity,  and  real  income  growth.  De-  |  t 
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spite  the  positive  aims  of  the  policies,  problems  of  information,  lags, 
and  uncertain  response  caused  the  stabilization  policies  to  be  destabi¬ 
lizing.  Policy  fell  short  of  the  goals  of  the  Employment  Act:  unem¬ 
ployment  rose  while  productivity  growth  and  real  family  income  stag¬ 
nated. 

Policy  in  this  Administration:  The  goal  of  this  Administration  has  been 
to  reinvigorate  the  private  sector  by  limiting  the  size  of  the  Federal 
Government,  improving  incentives  through  tax  cuts,  improving 
market  flexibility  through  deregulation,  avoiding  new  structural  rigi¬ 
dities,  and  encouraging  noninflationary  monetary  policy.  As  a  result 
the  economy  has  rebounded  from  the  stagflation  of  the  1970s.  Infla¬ 
tion  and  unemployment  are  down  and  productivity  and  real  family 
income  are  up.  The  social  safety  net  has  been  maintained  and  re¬ 
forms  have  been  introduced  to  help  the  disadvantaged  become  self- 
sufficient  and  escape  the  dependency  trap  of  poverty. 

Economic  performance  during  the  current  expansion  is  particularly 
impressive  relative  to  that  of  the  major  U.S.  trading  partners,  particu¬ 
larly  the  nations  of  Europe.  These  countries  have  also  achieved  lower 
inflation  but  have  had  little  success  in  reducing  unemployment, 
which  traditionally  has  been  much  lower  than  U.S.  unemployment 
(Chart  1-1).  The  United  States  in  the  1980s  has  reestablished  itself 
as  the  role  model  for  economic  policy  and  sparked  a  worldwide  tax 
revolution,  with  all  seven  of  the  major  industrialized  nations  (G-7) 
that  have  participated  in  the  recent  economic  summits  reducing  their 
marginal  tax  rates. 

Policy  in  the  Future:  It  is  said  that  the  past  is  prologue.  This  chapter 
endeavors  to  identify  the  common  threads  that  underlie  the  more,  as 
well  as  the  less,  successful  periods  in  20th  century  U.S.  economic  his¬ 
tory,  paying  particular  attention  to  the  postwar  period  and  the  critical 
role  of  stable  policy,  taxes,  and  inflation  on  private  incentives,  invest¬ 
ment,  productivity,  and  standards  of  living.  It  looks  at  the  importance 
of  free  trade,  highlighting  the  protectionist  actions  during  the  1920s 
and  early  1930s  that  contributed  to  the  depression  of  1933.  The 
chapter  looks  at  the  postwar  distribution  of  income,  examining  the 
relative  contribution  of  economic  growth  to  improvements  in  the 
standard  of  living.  The  discussion  also  identifies  some  groups  whose 
postwar  experiences  have  been  somewhat  better  or  somewhat  worse 
than  the  average.  The  role  of  policy  in  this  period  is  examined. 

This  review  of  U.S.  economic  history  suggests  that  the  more  suc¬ 
cessful  periods  were  grounded  in  a  reliance  on  private  markets,  a 
commitment  to  free  trade  and  the  reduction  of  trade  barriers,  the  de¬ 
velopment  of  institutions  to  provide  stability  in  domestic  and  interna¬ 
tional  financial  markets,  strong  private  investment  supplemented  by 
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Change  in  Unemployment  Rates  in  the  Seven  Summit  Countries 


Percentage  point  change 


United  France  West  Italy  Canada  Japan  United 
States  Germany  Kingdom 

Note.— Data  for  West  Gennany  and  Italy  adjusted  for  discontinuities. 

Source:  Department  of  Labor. 


government  investments  in  basic  infrastructure,  and  changes  in  tax 
laws  and  regulations  to  improve  private  incentives. 

Looking  to  the  future,  the  U.S.  economy  should  continue  to  rely 
on  the  strength  of  private  markets  while  promoting  a  framework  for 
domestic  and  international  stability.  Work  remains  on  achieving  non¬ 
inflationary  economic  growth,  lowering  trade  barriers,  avoiding  isola¬ 
tionism  and  protectionism,  and  improving  incentives  for  business  in¬ 
vestment.  The  deregulatory  effort  should  also  move  forward,  and 
mandated  benefits  and  other  new  laws  and  regulations  that  reduce 
market  flexibility  should  be  avoided.  Finally,  the  budget  deficit  must 
be  reduced  by  slowing  Federal  Government  spending  and  focusing 
spending  on  investments  in  infrastructure  and  on  providing  basic 
public  services. 

THE  PRE-WAR  YEARS 


The  pre-war  years  offer  two  examples  of  the  gjrowth  potential  of 
private  markets  when  provided  with  what,  for  early  U.S.  economic 
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history,  could  be  described  as  relative  stability.  They  also  contain  one 
strong  example  of  the  effect  of  instability  in  government  policy. 

The  period  from  1900  to  1913  was  one  of  vigorous  economic 
growth  in  the  United  States.  Moderate  growth  in  the  supply  of  gold 
sustained  expectations  of  long-term  price  and  economic  stability.  De¬ 
spite  bank  runs  and  financial  “panics,”  which  were  recurring  prob¬ 
lems  that  plagued  the  U.S.  economic  system  prior  to  World  War  II, 
money  growth  was  adequate  to  support  growth  and  trade  without  de¬ 
flation.  Strong  growth  in  trade  and  abimdant  opportunities  for  ex¬ 
pansion  buoyed  business  expectations  and  encouraged  investment. 
The  United  States  enjoyed  particularly  robust  growth,  exploiting  its 
natural  resources,  embarking  on  large  private  and  public  invest¬ 
ments,  obtaining  advantages  from  trade  and  high  rates  of  immigra¬ 
tion,  and  achieving  economies  of  scale  from  its  large  and  growing 
market.  Real  GNP  grew  at  a  3.9  percent  annual  rate  and  real  GNP 
per  capita  grew  at  a  2.0  percent  annual  rate  (Table  1-1),  well  above 
the  long-term  trend  for  the  United  States. 


Table  1-1. — Growth  Rates  in  Real  GNP/GDP,  Selected  Periods,  1900-88 
[Amraie  annual  percent  per  year] 


Period 

Unitad 

States 

Japan 

West 

Germany' 

Unitad 

Kincdom 

France 

Italy 

Canada 

Real  GNP/GOP 

1900  to  1913 _ . 

HU 

2.5 

1.7 

2.8 

1920  to  1929 . . 

3.4 

4.9 

3.0 

1930  to  1938 . 

H9 

U 

By 

22 

-.1 

2.3 

1948  to  1973 . 

9.1 

3.0 

5.3 

5.7 

j  1973  to  1981 . 

3.7 

.7 

2.6 

2.6 

j  1981  to  1988 . 

3.8 

2.9 

1.8 

22 

1  1900  to  1938 . 

2J 

3.5 

Z4 

1.3 

1.1 

2.0 

2.8 

i  1948  to  1988 . 

7.1 

5.0 

4.1 

4.4 

4.5 

i  1900  to  1988 . 

1 

■a 

4.2 

2.9 

Bu 

2.4 

2.9 

4.0 

Real  GNP/GOP  par  capita 


1900  to  1913 . 

1.2 

1.6 

0.7 

2.6 

1920  to  1929 . 

2.0 

4.2 

1.4 

27 

1930  to  1938 

4J 

3.8 

1.8 

1.5 

-.8 

1948  to  1973 

7.8 

■9 

2.6 

5.0 

2.8 

1973  to  1981 

^■11 

2.7 

.7 

27 

2.5 

1981  to  1988 

2.0 

3.2 

1.9 

2.1 

u 

ZO 

27 

1900  to  1938 

.9 

2.2 

1.9 

3 

.9 

17 

.8 

1948  to  1988 

1.9 

5.9 

47 

22 

37 

3.9 

2.7 

iw  to  i9n . 

1.7 

3.0 

2.1 

1.5 

2.0 

27 

2.1 

*  Prehear  estimates  for  West  Germany  are  adjusted  for  territorial  diango. 

Sources:  1988,  estimates  derived  by  Council  of  Economic  Advisars;  for  the  Unitad  States,  1900-87,  Department  of  Commerce 
(Bureau  of  Ecommic  Analimis);  for  other  countries,  1900-50,  A  Maddhon,  Hem  e!  CreUbt  Dmbemmt,  and  1950-87, 
unpuUishod  daU  from  Dapartmant  of  Labor  (Bureau  of  Labor  Statistics). 

In  1913  U.S.  capital  per  worker,  GNP  per  capita,  and  productivity 
were  higher  than  in  the  other  major  industrialized  nations;  average 
real  output  per  person  hour  in  the  other  six  major  industrialized  na¬ 
tions  of  the  world  was  57  percent  of  U.S.  productivity.  Between  1900 
and  1913  U.S.  real  GNP  growth  was  higher  than  in  the  other  major 
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industrialized  nations  except  Canada,  which  shared  the  high  invest¬ 
ment  rates  and  other  attributes  that  benefited  the  United  States 
(Table  1-1). 

Improvements  in  economic  conditions  in  the  United  States  also 
had  a  large  effect  on  social  conditions.  Higher  real  incomes  were  ac¬ 
companied  by  better  nutrition,  better  housing,  better  education,  im¬ 
proved  working  conditions,  increased  numbers  of  health  providers, 
and  increased  use  of  medical  services  for  a  large  proportion  of  the 
population.  Public  health  investments  supplemented  these  improve¬ 
ments.  Between  1900  and  1913  the  death  rate  fell  nearly  20  percent, 
from  17.2  to  13.8  per  thousand.  By  1986  the  rate  was  down  to  8.7 
per  thousand. 

After  a  relatively  severe  recession  following  World  War  I,  growth 
resumed  in  the  1920s.  Money  supply  gfrowth  held  at  a  relatively 
steady  noninflationary  rate — prices  declined  at  a  gradual  2.1  percent 
annual  rate — and  some  observers  have  described  the  period  as  the 
high  tide  of  the  Federal  Reserve  System.  Major  reductions  in  tax 
rates  improved  private  incentives  and  encouraged  growth  and  invest¬ 
ment  during  this  period. 

Between  1920  and  1929,  the  net  stock  of  business  capital  increased 
more  than  20  percent,  while  the  net  stock  of  government  and  institu¬ 
tional  capital  increased  more  than  50  percent.  Real  GNP  grew  at  a 
4.3  percent  annual  rate  and  real  GNP  per  capita  increased  at  a  2.7 
percent  annual  rate,  significantly  above  long-term  trend  gprowth  for 
real  GNP  and  GNP  per  capita.  During  this  period  death  rates 
dropped  another  8.5  percent,  for  a  total  drop  of  31  percent  since 
1900. 

Despite  the  relatively  good  domestic  performance  in  the  1920s, 
problems  began  to  arise  on  the  international  front.  Britain’s  relative 
decline  left  a  gap  in  trade  and  monetary  policy  that  remained  un¬ 
filled.  The  United  States  was  reluctant  to  take  over  this  role  from  the 
United  Kingdom  and  entered  a  period  of  isolationism.  With  no  clear 
worldwide  framework  replacing  the  pre-1914  arrangements,  each 
nation  pursued  its  narrow  self-interest,  particularly  in  the  1930s. 

The  Allies  did  little  to  aid  the  defeated  central  powers  to  recover 
from  World  War  I.  Their  requirements  for  heavy  war  reparations 
contributed  to  hyperinflation  in  Germany. 

Trade  relations  also  suffered  from  isolationism  during  this  period. 
In  1922  the  Congress  passed  the  Fordney-McCumber  Act,  raising  al¬ 
ready  high  tariff  barriers.  The  tariff  rate  on  dutiable  imports  rose 
from  an  average  of  16.4  percent  in  1920  to  44.7  percent  by  1930. 
The  Smoot-Hawley  Act  of  1930  raised  tariffs  even  higher  and  ush¬ 
ered  in  an  era  characterized  by  beggar-thy-neighbor  policies;  by  1932 
the  tariff  rate  on  dutiable  imports  reached  59.1  percent.  Other  coun- 
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tries  retaliated  and  some  moved  toward  autarky;  still  others  formed 
rival  trading  blocs.  Global  protectionism  sparked  by  U.S.  actions  con¬ 
tributed  significantly  to  the  severity  of  the  Great  Depression. 

By  1931  the  United  Kingdom  had  abandoned  the  gold  standard. 
During  the  rest  of  the  decade  other  countries,  including  the  United 
States,  followed.  Exchange  rates  were  not  permitted  to  fluctuate 
freely,  nor  were  they  flxed  to  gold  or  other  commodities.  Countries 
used  devaluation  and  exchange-rate  market  intervention  to  improve 
their  relative  positions. 

Paralleling  and  contributing  to  these  failures  in  international  eco¬ 
nomic  policy  were  failures  in  domestic  monetary  and  flscal  policy. 
Appropriate  monetary  policy  could  have  reduced  the  severity  of  the 
Great  Depression  and  shortened  its  duration.  Instead,  as  the  econo¬ 
my  contracted,  the  Federal  Reserve  clung  to  a  policy  that  resulted  in 
a  falling  money  supply.  Money  moved  in  a  procyclical  manner  pro¬ 
viding  only  sufficient  liquidity  for  the  much  reduced  needs  of  trade 
and  doing  little  to  stem  the  collapse  of  banks  that  further  reduced 
the  money  supply  and  economic  activity.  Between  1929  and  1933  the 
money  supply  contracted  by  nearly  one-third  and  prices  dropped  by 
one-fifth. 

During  the  1930s  flscal  actions  also  erred,  reacting  to  the  tempo¬ 
rary  fall  in  revenues  resulting  from  the  contraction.  In  1932,  with  un¬ 
employment  at  23.6  percent,  the  Revenue  Act  of  1932  introduced  the 
largest  peacetime  tax  increase  enacted  up  to  that  time  in  U.S.  history. 

The  effect  of  these  policies  was  staggering.  Real  investment  plum¬ 
meted  and  the  net  business  capital  stock  declined  by  9  percent  be¬ 
tween  1929  and  1933.  Over  the  same  period  real  GNP  and  real  per 
capita  GNP  fell  by  more  than  30  percent.  Unemployment  increased 
from  3.2  to  24.9  percent.  Trade  collapsed  as  real  exports  declined  46 
percent  and  real  imports  by  35  percent. 

Although  the  most  important  policy  events  of  the  Great  Depression 
were  protective  tariffs  and  the  failure  of  monetary  policy,  bank  runs 
contributed  to  the  severity  and  duration  of  the  1930’s  decline,  as 
they  had  in  several  earlier  periods.  As  a  consequence,  the  Congress 
established  institutions  to  mitigate  the  effect  of  recessions  and  reduce 
their  severity.  Among  these  were  unemployment  insurance  and  the 
Federal  Deposit  Insurance  Corporation  (FDIC)  in  1933.  The  FDIC 
provided  assurance  that  the  Federal  Government  would  guarantee  a 
flxed  amount  of  individuals’  deposits.  The  insurance  system  later  de¬ 
veloped  serious  flaws  and  encouraged  excessive  risk-taking  by  banks. 
At  the  time,  however,  it  provided  a  crude  solution  for  bank  failures 
that  had  characteristically  occurred  during  recess,  jns  in  the  United 
States. 
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THE  EARLY  POSTWAR  PERIOD:  THE  UNITED  STATES  TAKES  THE  L>  AD  IN 
TRADE,  STABILITY,  AND  GROWTH 

The  1950s  and  1960s  brought  a  period  of  stability,  trade  expan¬ 
sion,  and  economic  growth  that  stands  in  marked  contrast  to  the  vio¬ 
lently  destabilizing  policies  and  protectionism  of  the  1930s.  The  de¬ 
struction  in  Europe  and  Japan  during  WorlcTWar  II  left  the  United 
States  as  the  clear  political  and  economic  leader  of  the  world,  with  a 
higher  capital  stock  and  GNP  per  capita  than  the  other  major  nations 
of  the  world.  From  this  position  of  leadership,  the  United  States 
worked  toward  a  stable,  free-market  framework  of  domestic  and 
international  rules  and  institutions. 

Between  the  postwar  cyclical  peaks  of  1948  and  1973,  real  GNP  in 
the  United  States  gfrew  at  a  3.7  percent  annual  rate  while  in  the  other 
six  summit  nations  it  grew  at  an  average  5.9  percent  annual  rate. 
Growth  in  the  United  States  and  other  countries  was  strong  relative 
to  historical  growth.  The  U.S.  early  postwar  growth  rate  of  3.7  per¬ 
cent  is  significantly  above  both  the  long-term  trend  1900-88  growth 
rate  of  3.1  percent  or  the  pre-war  1900-38  rate  of  2.3  percent.  In¬ 
vestment  was  strong  and  wealth  per  capita,  as  measured  by  the  net 
stock  of  reproducible  fixed  capital  in  1982  dollars,  rose  at  a  2.4  per¬ 
cent  annual  rate.  Productivity  grew  at  a  2.9  percent  annual  rate  and 
the  civilian  unemployment  rate  averaged  4.8  percent. 

In  contrast  to  the  deflation  of  the  interwar  period,  a  moderate 
trend  toward  inflation  appeared  in  the  developed  nations  in  the  post¬ 
war  period.  In  the  United  States  the  average  annual  rate  of  inflation 
as  measured  by  the  change  in  the  GNP  implicit  price  deflator  between 
1948  and  1973  was  3.0  percent. 

SOURCES  OF  ECONOMIC  GROWTH:  1948-73 

A  Large  and  Growing  Capital  Stock:  World  War  II  devastated  the 
economies  of  Japan  and  Europe.  Their  capital  stocks  were  greatly  re¬ 
duced  as  was  their  labor  force.  The  United  States,  which  had  higher 
investment  rates  than  other  nations  throughout  most  of  the  1900s, 
had  continued  to  invest  and  its  capital  stock  continued  to  grow 
during  the  war,  although  at  a  reduced  rate,  and  emerged  from  World 
War  II  with  an  even  larger  capital  stock  in  absolute  size  and  relative 
to  other  countries.  By  1950  the  U.S.  gross  stock  of  nonresidential 
capital  per  worker  was  larger  than  that  of  other  major  industrialized 
nations,  and  their  average  capital  to  labor  ratio  was  less  than  one-half 
the  U.S.  capital  to  labor  ratio  (Table  1-2).  Partly  as  a  result,  U.S. 
GDP  per  capita  was  also  more  than  twice  the  average  for  the  other 
six  major  industrial  nations. 

The  United  States  was  the  world’s  technological  leader.  Its  tech¬ 
nology  was  generally  the  best-practice  technology  available.  Produc- 
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Table  1-2. — Real  Capital  Stock  per  Worker  and  GDP  per  Capita  Relative  to  the  United  States, 
Selected  Years.  1913-87 
[UnitMl  States  >  100] 


Year 

United 

States 

Japan 

West 

Germany* 

United 

Kingdom 

Italy 

Canada 

1913 . 

100.0 

9.0 

60.0 

60.8 

49.3 

24.0 

1*1 

1950 

100.0 

15.5 

50.8 

49.8 

56.0 

33.3 

1973 

100.0 

46.9 

88.4 

58.6 

78.2 

55.6 

98.4 

1984 

100.0 

90.0 

111.0 

65.0 

101.0 

(•) 

(•) 

1913 

100.0 

■jjRfl 

59.5 

85.4 

62.4 

50.0 

81.3 

1950 

100.0 

36.1 

60.5 

42.8 

33.7 

70.3 

1973 

100.0 

68.3 

66.2 

66.9 

61.3 

84.1 

1981 

100.0 

73.7 

64.6 

73.0 

67.2 

94.6 

1987 

100.0 

71.8 

72.6 

67.0 

69.8 

66.8 

94.8 

*  Pre-ww  estimates  for  West  Germany  are  adjusted  for  territorial  change. 

*  Not  available. 

>  Latest  data  available  are  for  1978:  Italy,  63.1.  and  Canada,  104.8. 

*  Based  on  purchasing  power  parity  exchange  rates. 

Sources:  Capital  stock  per  worker:  A.  Maddison,  Ptoses  d  CscdtPst  Deedofmeet  and  "Growth  and  Slowdown  in  Advanced  Capita 
Economies,"  Jamat  d  Pcaonk  Utentun  (June  1987);  GDP  per  capita:  Department  of  Labor  (Bureau  of  Labor  Statistics). 

tivity  per  man-hour  of  the  other  six  major  industrialized  nations  of 
the  world  averaged  43  percent  of  U.S.  productivity  in  1950.  Before 
the  war  in  1938,  the  average  productivity  for  the  other  nations  had 
been  57  percent  of  U.S.  productivity. 

Improved  transportation,  lower  tariffs,  and  U.S.  economic  aid  and 
technological  assistance  through  programs  such  as  the  Marshall  Plan 
helped  the  war-ravaged  nations  to  bridge  the  technology  and  produc¬ 
tivity  gap.  With  these  changes,  literate  and  trained  labor  forces,  and 
U.S.  assistance,  the  other  nations  were  able  to  raise  their  productivity 
by  increasing  their  rate  of  investment  in  new  plant  and  equipment 
embodying  U.S.  technology.  Although  this  investment  did  require  the 
development  of  adaptive  technologies  to  modify  U.S.  technologies  to 
their  own  special  needs,  it  was  a  much  less  expensive,  less  risky,  and 
less  time-consuming  process  than  developing  their  own  new  technol¬ 
ogies. 

The  availability  of  this  U.S.  technology  in  combination  with  low 
capital-labor  ratios  produced  high  returns  to  new  capital  investment 
abroad.  Between  1950  and  1973  capital  per  man-hour  by  the  next  six 
largest  industrialized  nations  grew  over  one  and  one-half  times  as  fast 
as  U.S.  investment,  and  their  productivity  gfrew  twice  as  fast.  Prior 
to  World  War  II,  U.S.  investment  rates  had  been  higher  than  those 
for  most  other  industrial  nations  and  U.S.  productivity  growth  from 
1900  to  1950  was  roughly  50  percent  higher  than  the  average  for  the 
other  major  industrialized  nations. 

No  parallel  rapid  acceleration  occurred  in  U.S.  productivity  gfrowth 
during  the  first  20  years  of  the  postwar  period.  As  the  technological 
leader,  U.S.  productivity  growth  had  been  relatively  steady  during  the 
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1900s.  U.S.  firms  generally  used  best-practice  technology  and  since 
there  was  no  backlog  of  technology  to  exploit,  increases  in  productiv¬ 
ity  were  largely  restricted  to  the  rate  of  new  technological  innovation. 

Relatively  good  rates  of  business  investment  between  1948  and 
1973,  however,  resulted  in  the  net  stock  of  business  fixed  capital 
growing  at  a  3.9  percent  annual  rate  and  net  capital  per  worker  at  a 
2.4  percent  rate.  Faster  growth  occurred  in  the  early  part  of  the 
period  and  slower  growth  after  1966:  net  private  capital  per  worker 
grew  at  a  2.5  percent  annual  rate  between  1948  and  1966,  and 
slowed  to  2.1  percent  between  1966  and  1973. 

These  increases  in  private  business  capital  were  supplemented  by 
increased  government  investment  in  physical  and  human  capital  in¬ 
frastructure.  Worii  began  on  the  Federal  Interstate  Highway  System 
in  1956  and  spending  on  it  peaked  in  the  mid-1960s.  Between  1948 
and  1973,  the  stock  of  educational  structures  also  grew  rapidly  in  re¬ 
sponse  to  the  increase  in  the  school-age  population.  Investments  in 
sewer  systems  and  water  supply  facilities  responded  to  increasing  ur¬ 
banization,  and  investments  in  public  airports  responded  to  increased 
air  travel.  Between  1948  and  1973  the  net  stock  of  real  nonmilitary 
government  capital  g^ew  at  a  4.0  percent  annual  rate,  with  invest¬ 
ment  peaking  in  the  mid-1960s. 

Paralleling  these  trends  in  investment,  productivity  grew  at  a  3.3 
percent  rate  between  1948  and  1966  and  at  a  2.1  percent  rate  be¬ 
tween  1966  and  1973.  Over  the  entire  period  U.S.  productivity  rose 
at  a  solid  2.9  percent  annual  rate. 

The  United  States  also  led  in  the  first  25  postwar  years  in  develop¬ 
ing  human  capital.  The  Nation’s  educational  attainment  levels  were 
above  those  of  the  other  six  summit  nations,  although  the  education¬ 
al  advantage  of  the  United  States  over  other  nations  appears  to  have 
been  smaller  than  its  productivity  and  technological  advantage.  Be¬ 
tween  1948  and  1973  the  percentage  of  the  U.S.  population  over  17 
years  of  age  with  high  school  degrees  increased  from  52.9  to  74.3 
percent,  with  the  largest  increases  occurring  between  1948  and  the 
mid-1960s. 

Trade  Policies:  As  part  of  its  commitment  to  freer  markets  and  more 
open  trade,  the  United  States  pushed  for  rules  under  the  General 
Agfreement  on  Tariffs  and  Trade  (GATT)  to  provide  a  framework  for 
multinational  negotiations  and  the  gradual  reduction  of  tariff  bar¬ 
riers.  At  first,  GATT  was  extremely  successful  because  its  members 
accounted  for  80  percent  of  world  trade.  Tariff  barriers  in  the  major 
industrialized  countries  and  the  less  developed  countries  fell  dramati¬ 
cally.  In  the  United  States  the  average  ad  valorem  tariff  fell  from  an 
average  rate  of  59.1  percent  on  dutiable  imports  in  1932,  after  the 
disastrous  Smoot-Hawley  Act,  to  13.1  percent  in  1950,  and  dropped 
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further  to  5.2  percent  by  1987.  (Chapter  4  discusses  tariffs  and  inter¬ 
national  trade  policy  in  more  detail.) 

The  United  States  also  did  much  to  help  other  industrialized  na¬ 
tions  redevelop  their  economies  and  to  help  the  less  developed  na¬ 
tions  grow.  In  contrast  to  the  reparations  imposed  following  World 
War  I,  the  United  States,  through  the  Marshall  Plan,  helped  the  Eu¬ 
ropean  nations  to  increase  production,  restore  internal  financial  sta¬ 
bility,  and  achieve  the  benefits  of  scale  economies  and  efficiencies 
that  come  from  specialization  and  competition.  Later  the  United 
States  also  supported  the  development  of  the  European  Community 
(Common  Market)  to  continue  the  movement  toward  a  larger  and 
more  efficient  market  in  Europe. 

During  the  postwar  occupation  the  United  States  helped  Japan  to 
reorganize  its  government  and  redevelop  its  economy.  Throughout 
the  postwar  period  the  United  States  also  did  much  through  direct 
aid  and  through  various  organizations  to  improve  the  position  of  the 
developing  nations  in  Latin  America,  Africa,  and  in  the  Middle  and 
Far  East. 

Accompanying  these  trade  development  policies  were  lower  costs 
of  transport  and  a  faster  flow  of  technological  know-how  from  the 
United  States  to  other  nations.  The  result  was  an  explosion  of  trade 
and  growth. 

Financial  Stability:  Paralleling  the  development  of  GATT  and  the  re¬ 
duction  of  tariff  barriers  was  the  development  of  a  new  monetary 
standard  to  facilitate  exchange  and  financial  stability.  With  the  prob¬ 
lems  associated  with  the  collapse  of  the  gold  standard  on  their 
minds,  financial  ofTxials  of  the  Allied  Powers  met  at  Bretton  Woods, 
New  Hampshire,  in  1944  to  plan  the  creation  of  the  International 
Monetary  Fund  (IMF).  They  agreed  on  an  international  system  of 
pegged  but  adjustable  exchange  rates  that  attempted  to  balance  the 
need  for  stable  fixed  exchange  rates  with  the  desire  to  accord  a 
higher  priority  to  domestic  stability. 

Through  the  IMF,  loans  were  made  available  to  countries  with 
temporary  balance  of  payments  problems.  Surplus  countries  lent  to 
deficit  countries  to  avoid  the  need  for  contraction  in  deficit  countries 
and  the  concomitant  reduction  in  trade  and  demand  for  the  rest  of 
the  world.  Countries  that  chose  to  keep  policy  consistent  with  that  of 
the  United  States  could  achieve  both  stable  exchange  rates  and  low 
inflation  by  pegging  their  currency  to  the  U.S.  dollar.  Countries  with 
persistent  problems  were  expected  to  adjust  their  exchange  rates. 

In  the  early  years  of  the  system,  good  U.S.  economic  growth  and 
moderate  U.S.  monetary  growth  allowed  the  U.S.  dollar  to  serve  as 
an  international  currency,  providing  a  more  stable  payment  system 
than  in  the  interwar  years  to  finance  expanding  trade  opportunities. 
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Under  the  new  dollar-gold  exchange  standard  the  United  States 
maintained  convertibility  of  the  dollar  at  $35  an  ounce  with  other 
central  banks.  Other  nations  fixed  their  currencies  to  the  dollar,  thus 
providing  international  convertibility  of  major  currencies  by  the  late 
1950s. 

This  system  was  not  perfect  but  it  worked  well  for  a  time.  Flaws 
began  to  be  evident  in  the  1960s.  The  system  had  no  method  for  dis¬ 
tinguishing  between  permanent  and  temporary  balance  of  payments 
imbalances,  and  as  a  result  could  not  prevent  several  “crises”  with 
disruptive  changes  in  currency  values.  More  importantly,  increases  in 
U.S.  monetary  growth  during  the  1960s  put  pressure  on  other  coun¬ 
tries  to  buy  dollars,  increasing  their  own  money  supply,  to  prevent 
their  exchange  rates  from  appreciating.  This  spread  inflation  to  other 
countries.  Inflation  and  excessive  monetary  growth  raised  doubts 
about  the  U.S.  ability  to  maintain  convertibility.  Other  countries  were 
reluctant  to  revalue  their  currencies  upward  against  the  dollar  and 
used  trade  and  capital  controls  to  limit  capital  flows  and  reduce  bal¬ 
ance  of  payments  pressures. 

The  Bretton  Woods  Agreement  of  exchange  rates  collapsed  in 
1971,  and  by  1973  had  been  replaced  by  the  flexible  exchange-rate 
system  that  exists  today.  The  lesson  from  this  experience  is  that  a 
monetary  system  based  on  pegged  but  adjustable  exchange  rates 
cannot  work  without  all  participants  following  compatible  policies  to 
achieve  common  rates  of  inflation. 

Relative  Stability  in  Macroeconomic  Policy:  During  this  period  the 
United  States  established  policies  dedicated  to  maintaining  full  em¬ 
ployment  and  avoiding  the  procyclical  swings  in  fiscal  and  monetary 
positions  that  had  contributed  to  the  severity  of  the  previous  busi¬ 
ness  cycles.  Although  the  period  was  not  free  from  policy  errors, 
from  today’s  persjjective  the  result — whether  intended  or  unintend¬ 
ed — was  relatively  steady  moderate  growth  in  money  until  the  mid- 
1960s,  and  fiscal  integrity  in  taxes  and  spending. 

Prior  to  the  postwar  period  severe  depressions  had  occurred  in 
1867,  1873,  1893,  1907,  1920,  and  1929  according  to  the  chronology 
developed  by  the  National  Bureau  of  Economic  Research.  Including 
recessions  as  well  as  depressions,  the  length  of  the  average  contrac¬ 
tion  between  1854  and  1945  was  21  months,  with  a  contraction  oc¬ 
curring  on  average  once  every  4  years.  During  the  postwar  period  the 
length  of  the  average  contraction  has  been  halved  to  1 1  months  with 
a  contraction  occurring  on  average  once  every  5  years. 

Contractions  have  also  become  less  severe.  In  contrast  to  the  25 
percent  unemployment  rate  in  1933,  the  highest  unemployment  rate 
during  the  (>ostwar  period  has  been  10.8  percent.  The  human  costs 
associated  with  postwar  unemployment  were  also  lower  than  in  earli- 
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er  periods.  Whereas  in  earlier  periods  the  unemployed  person  was 
usually  the  head  of  the  household,  in  the  postwar  period  many  of  the 
unemployed  were  likely  to  be  secondary  wage  earners  or  teenagers 
working  part  time.  Also,  in  earlier  periods  no  unemployment  insur¬ 
ance  system  softened  the  impact  of  temporary  layoffs. 

Between  1900  and  1938  real  GNP  grew  at  a  2.3  percent  annual 
rate  and  real  GNP  per  capita  grew  at  a  0.9  percent  annual  rate.  Be¬ 
tween  1948  and  1973,  without  the  large  losses  associated  with  the 
depression,  real  GNP  grew  at  a  3.7  percent  annual  rate,  and,  despite 
the  baby  boom,  real  GNP  per  capita  grew  at  a  2.2  percent  annual 
rate. 

Part  of  the  improvement  in  growth  and  reduction  in  cyclical  insta¬ 
bility  was  the  result  of  the  introduction  of  built-in  stabilizers  and 
other  institutional  changes,  but  a  part  was  attributable  to  improve¬ 
ments  in  monetary  policy.  The  Federal  Reserve  did  not  repeat  the 
dramatic  contraction  of  the  money  supply  of  the  1930s.  Instead, 
policy  tended  to  err  in  the  opposite  direction,  producing  inflation. 

In  the  period  during  and  immediately  following  World  War  II,  the 
Federal  Reserve  tried  to  peg  long-term  Treasury  bond  rates  so  as  to 
keep  Treasury  debt-service  costs  low.  After  an  increase  in  inflation  at 
the  start  of  the  Korean  war  the  policy  was  abandoned  in  1951.  It  was 
followed  first  by  a  period  of  controlling  net  free  reserves,  and  later 
by  a  period  of  targeting  short-term  interest  rates. 

In  the  1960s  monetary  policy  shifted.  The  focus  on  interest  rate 
control  interacted  with  changes  in  aggregate  demand  to  produce 
faster  growth  in  the  money  supply  and  higher  inflation.  Growth  in 
M2  (a  measure  of  the  money  stock)  increased  from  5.3  percent  be¬ 
tween  1951  and  1960  to  8.1  percent  between  1961  and  1973.  Money 
growth  also  became  more  volatile,  particularly  in  the  latter  half  of  the 
1960s,  and  the  variance  of  M2  growth  increased  from  1.6  percentage 
points  in  the  1950s  to  6.7  percentage  points  between  1960  and  1973. 

The  Kennedy-Johnson  Administrations  responded  to  increased  in¬ 
flation  by  setting  up  an  informal  system  of  price  and  wage  control. 
Guideposts  attempted  to  put  a  lid  on  prices  and  hold  wage  increases 
to  the  average  rate  of  productivity  gfrowth.  The  plan  was  based  on 
the  conjecture  that  inflation  could  be  controlled  by  preventing  cer¬ 
tain  sectors,  such  as  steel,  from  setting  the  pace  for  large  wage  and 
price  increases  in  other  industries.  The  guideposts  ultimately  failed 
when  increases  in  money  and  aggregate  demand  caused  a  broad- 
based  increase  in  prices.  The  clear  lesson  was  that  inflation  responds 
to  maintained  money  growth,  and  control  of  prices  and  wages  by 
means  of  jawboning  is  of  little  benefit. 

The  Administrations  of  the  1960s  also  introduced  an  era  of  in¬ 
creased  emphasis  on  discretionary  fiscal  policy.  Confidence  in  short- 
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term  stabilizing  flscal  mechanisms  was  high.  Policymakers  believed 
that  more  active  use  of  short-run  discretionary  policies  could  have 
avoided,  or  significantly  tamed,  even  the  moderate  cycles  of  the 
1940s  and  1950s.  They  intended  to  lower  unemployment  and  raise 
real  GNP  gfrowth  without  setting  off  higher  inflation.  An  interim  4 
percent  unemployment  target  was  set  as  the  full  employment  rate 
that  would  not  set  off  “demand-pull”  inflation. 

The  first  major  discretionary  fiscal  move  introduced  explicitly  to 
push  the  economy  toward  full  employment  was  the  Revenue  Act  of 
1964.  This  act  cut  marginal  tax  rates  from  a  high  of  91  percent  to  70 
percent  and  lowered  other  rates  as  well.  The  act,  along  with  Vietnam 
war  spending  and  monetary  stimulus,  did  indeed  lower  the  unem¬ 
ployment  rate,  which  dropped  from  5.2  percent  in  1964  to  3.5  per¬ 
cent  in  1969. 

These  expansionary  policies  would  have  had  a  larger  immediate 
effect  on  inflation  had  it  not  been  for  the  fixed  exchange-rate  system. 
The  Johnson  Administration  increased  social  spending  and  spending 
for  the  Vietnam  war.  From  the  viewpoint  of  many  nations  the  United 
States  was  financing  the  Vietnam  war  with  faster  money  growth. 
Under  the  Bretton  Woods  system,  other  countries  were  buying  dol¬ 
lars  and  increasing  their  own  money  supplies  to  prevent  their  curren¬ 
cies  from  rising  in  value  against  the  dollar.  Many  nations  charged 
that  the  United  States  was  exporting  its  inflation.  (Chapter  3  dis¬ 
cusses  the  breakdown  of  the  Bretton  Woods  system  in  more  detail.) 

The  initial  effects  of  stimulative  monetary  and  fiscal  actions  during 
the  period  were  positive;  the  longer  term  negative  consequences  had 
yet  to  materialize.  Along  with  the  long  expansion  and  low  but  rising 
inflation  came  a  reduction  in  the  magnitude  and  frequency  of  fluctua¬ 
tions,  which  was  a  significant  spur  to  entrepreneurial  expectations 
and  investment  plans.  The  threat  of  deflation  appeared  to  be  gone, 
replaced  by  a  moderate  upward  drift  in  prices. 

Buoyant  business  expectations  and  high  real  returns  to  new  invest¬ 
ments  helped  net  nonresidential  fixed  investment  to  reach  a  postwar 
high  in  the  mid-1960s,  before  inflation  began  to  accelerate.  Invest¬ 
ment  overseas  grew  even  faster,  as  countries  worked  to  increase  their 
capital  stock  and  to  take  advantage  of  U.S.  technology  embodied  in 
new  investments. 

SCKIIAL  PERFORMANCE 

Standards  of  living  improved  dramatically  in  the  early  postwar 
period.  Between  1948  and  1973  real  disposable  income  per  capita 
g^ew  at  a  2.4  percent  annual  rate  and  real  median  family  income 
grew  at  a  3.1  percent  annual  rate.  These  gains  were  evenly  distribut¬ 
ed,  with  real  family  income  growing  at  a  2.9  percent  annual  rate  for 


families  at  the  lowest  fifth  of  the  income  distribution  and  at  a  3.1 
percent  rate  for  those  at  the  highest  fifth  (Chart  1-2). 
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Chart  1-2 


Real  Family  Income  Relative  to  1948  Levels 


1948  1951  1954  1957  1960  1963  1966  1969  1972  1975  1978  1981  1984  1987 


>  'The  highest  fifth  refers  to  real  family  irKome  at  the  80th  percentile  while  the  lowest  fifth  refers  to  real 

I  family  income  at  the  20th  percentile. 

Note. — Fixed-weighted  price  index  for  personal  consumption  expenditures  used  as  deflator. 

(  Source:  Department  of  Commerce. 


s  Among  unrelated  individuals,  which  include  the  elderly  living 

.  alone,  the  same  pattern  was  repeated,  with  all  groups — with  one  ex¬ 

ception — showing  similar  gains.  The  exception  was  that  for  unrelated 
individuals,  the  lowest  fifth  of  the  income  distribution  showed  larger 
r  gains  than  other  groups.  Also,  as  a  group,  unrelated  individuals  did 

better  than  families,  with  their  real  median  income  growing  at  a  3.5 
r  percent  annual  rate  between  1948  and  1973. 

™  The  poverty  rate  dropped  from  30.2  percent  in  1950  to  19.5  per¬ 

cent  in  1963.  Despite  this  progress,  a  feeling  persisted  that  more 
needed  to  be  done  for  the  disadvantaged.  Twenty-five  years  ago,  in 
addressing  the  problem  of  poverty  in  America,  the  Council  of  Eco- 
r  nomic  Advisers  outlined  a  plan  to  eliminate  poverty.  The  plan  called 

3  for  increased  social  insurance  programs  to  support  the  elderly,  dis- 

€  abled,  and  unemployed.  For  others,  the  plan  emphasized  the  devel- 

opment  of  skills  that  would  lead  to  self-sufficiency.  Help  for  the  non- 
>r  aged  and  nondisabled  poor  was  viewed  as  an  investment  in  the 
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future,  involving  improvements  in  education,  health,  and  community 
rehabilitation.  The  objective  was  to  deal  with  the  long-term  causes 
rather  than  short-term  symptoms  of  poverty,  in  hopes  of  bringing  an 
end  to  the  dole.  The  idea,  according  to  President  Kennedy,  was  “to 
give  a  hand,  not  a  handout.” 

The  war  on  poverty  began  in  1964,  but  the  largest  dollar  increases 
in  real  public  aid  expenditures  came  between  1966  and  1973.  Real 
expenditures  increased  from  $14.4  billion  in  1963  to  $22.3  billion  in 
1967,  but  rose  to  $56.3  billion  by  1973.  Real  spending  for  old-age, 
survivors,  and  disability  insurance  programs  followed  a  similar  pat¬ 
tern.  Although  the  antipoverty  programs  clearly  helped  some  groups, 
especially  the  elderly,  their  net  effect  is  difficult  to  assess  because  the 
programs  occurred  during  a  period  of  low  unemployment  and  rela¬ 
tively  good  growth  in  real  income.  Also,  the  largest  declines  in  the 
poverty  rate  occurred  before  the  largest  increases  in  transfer  expend¬ 
itures.  The  poverty  rate  for  persons  fell  from  30.2  percent  in  1950  to 
14.2  percent  in  1967,  but  fell  only  another  3.1  percentage  points,  to 
11.1  percent  by  1973,  with  over  half  of  the  decline  occurring  between 
1967  and  1968  (Chart  1-3).  While  changes  in  the  composition  of  the 
population  also  affected  the  poverty  rate  in  the  late  1960s,  the  de¬ 
cline  was  disappointing  in  light  of  the  large  increase  in  antipoverty 
funding. 


Poverty  Rate,  All  Persons 


Source:  Department  of  Commerce. 


38 


THE  SEVENTIES:  INSTABILITY,  INFLATION,  AND 
STAGNATION 


After  more  than  25  years  of  stability,  growth,  and  low  inflation  fol¬ 
lowing  World  War  II,  the  U.S.  economy  ran  into  trouble  in  the  late 
1960s  and  1970s.  A  series  of  shocks  to  the  economy  combined  with 
destabilizing  monetary  and  fiscal  policies  produced  a  period  that  has 
been  characterized  as  stagflation:  high,  variable  inflation  and  rising 
unemployment.  Aggravating  these  problems  were  disincentives  to 
private  investment  introduced  by  the  tax  system,  increased  regula¬ 
tion,  and  reductions  in  government  investment. 

The  1970s  stand  in  stark  contrast  to  the  1950s  and  1960s.  Between 
1973  and  1981  the  rate  of  inflation  was  nearly  three  times  as  high  as 
between  1948  and  1973,  averaging  more  than  8  percent  and  reaching 
9.7  percent  (four  quarter  change)  at  the  business  cycle  peak  in  1981. 
Until  1981  each  successive  peak  exhibited  higher  inflation  and  higher 
unemployment.  Higher  inflation  was  not  buying  lower  unemploy¬ 
ment,  and  the  unemployment  rate  reached  7.4  percent  at  the  busi¬ 
ness  cycle  peak  in  1981  (Chart  1-4).  Productivity  growth  plunged  to 
a  scant  0.6  percent  per  year  between  1973  and  1981.  Manufacturing’s 
productivity  performance  was  better  than  overall  productivity,  but  it, 
too,  slowed  to  a  1.3  percent  annual  rate  of  increase. 

The  net  result  was  a  stagnation  in  standards  of  living.  Growth  in 
real  GNP  per  capita  was  cut  to  one-half  the  1948-73  rate,  to  a  1.1 
percent  annual  rate  between  1973  and  1981.  Real  median  family 
income  showed  no  gfrowth,  despite  the  growth  in  the  proportion  of 
two-eamer  families.  A  real  differential  began  tc  show  up  in  the 
1970s,  however,  with  the  lowest  groups  in  the  distribution  of  income 
faring  the  worst.  The  poverty  rate  increased  from  11.1  in  1973  to 
14.0  in  1981. 

DESTABIUZING  MACROECONOMIC  POUCIES 

The  United  States  entered  the  1970s  with  rising  inflation,  a  reces¬ 
sion,  and  the  collapse  of  the  exchange-rate  system.  These  problems, 
inherited  from  the  1960s,  were  compounded  by  two  supply-related 
changes  in  the  1970s:  sharp  increases  in  energy  prices  and  rapid 
labor  force  growth  that  injected  large  numbers  of  inexperienced 
workers  into  labor  markets. 
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Chart  1-4 


Unemployment  Rate  and  Inflation  Rate  at 
Business  Cycle  Peaks,  and  Current  Rates 


Percent 


Fourth  Quarter  Fourth  Quarter  First  Quarter  Third  Quarter'  Third  Quarter 
1969  1973  1980  1981  1988 


'  Four-quarter  percent  change  in  GNP  implicit  price  deflator. 

Note.— Data  are  seasonally  adjusted. 

Business  cycle  peaks  as  determined  by  National  Bureau  of  Ecortomic  Research. 
Sources:  Department  of  Commerce  and  Department  of  LaborJ  except  as  noted. 


Exacerbating  the  effects  of  these  exogenous  factors  were  short¬ 
term  policy  responses.  Prominent  among  these  policy  responses  was 
the  mismanagement  of  mounting  inflation  and  the  energy  shocks.  In¬ 
stead  of  pursuing  the  medium-term  goal  of  gradually  reducing  the 
growth  rate  of  the  money  supply  from  the  rapid  pace  of  the  1960s, 
policymakers  focused  on  successive  short-term  responses  to  the  infla¬ 
tion  and  unemployment  problems. 

Price  Controls:  In  1971  wage  and  price  controls  were  introduced,  be¬ 
ginning  with  a  90-day  freeze  on  prices  and  progressing  to  weaker 
controls  in  later  phases  of  the  program.  The  freeze  at  first  slowed  the 
measured  rate  of  inflation  by  suppressing  the  rise,  but  in  doing  so  it 
may  have  encouraged  a  resumption  of  monetary  stimulus.  Between 
1971  and  1972,  M2  increased  at  an  annual  rate  of  13  percent.  The 
freeze  also  distorted  relative  prices  and  reduced  efficiency. 

When  the  oil  “crisis”  hit  in  1973,  the  Nixon  Administration  im¬ 
posed  controls  on  the  price  of  energy  production.  The  result,  howev- 
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er,  was  distortions  in  relative  prices  and  gas  lines.  Perhaps  most  dam¬ 
aging  was  policymakers’  failure  to  recognize  that  the  oil  price  rise 
was  a  one-time  increase  in  the  price  level,  or,  depending  on  mone¬ 
tary  policy,  a  change  in  relative  prices,  not  a  permanent  change  in 
inflation.  Consequently,  policymakers  did  not  confront  the  funda¬ 
mental  causes  of  the  underlying  increase  in  inflation — rapid  monetary 
growth.  Although  periodic  swings  in  money  growth  answered  swings 
in  inflation,  average  money  growth  remained  high. 

Discretionary  Policies:  The  attempt  to  use  fiscal  and  monetary  policies 
to  smooth  the  economy  produced  the  pattern  of  successively  higher 
peaks  in  inflation  at  each  business  cycle  peak  (Chart  1-4).  Higher  in¬ 
flation  rates  did  not  produce  the  reduction  in  unemployment  rates 
suggested  by  the  Phillips  curve  tradeoff.  (For  a  discussion  of  the  Phil¬ 
lips  curve  tradeoff  between  inflation  and  unemployment,  see  Chapter 
2  of  the  1988  Economic  Report  of  the  President.)  The  stop-go  pattern  had 
already  shown  up  in  the  1960s.  In  the  mid-1960s,  there  was  an  accel¬ 
eration  of  monetary  stimulus,  accompanied  by  fiscal  stimulus  in  the 
form  of  the  1964  tax  cut,  and  Vietnam  war  and  Great  Society  spend¬ 
ing.  In  the  latter  part  of  the  1960s,  rising  inflation  led  to  the  1968 
tax  surcharge  and  to  the  monetary  contraction  in  1969  that  preceded 
the  1969-70  recession.  This  pattern  became  more  destabilizing  and 
more  volatile  in  the  1970s,  with  government  responding  to  short¬ 
term  fluctuations,  first  stepping  on  the  accelerator  to  stimulate  the 
economy  and  reduce  unemployment  and  later  stepping  on  the  brakes 
to  slow  inflation. 

Information  and  Lags:  Fine-tuning  proved  to  be  more  harmful  than 
helpful  because  of  the  inherent  difficulties  in  forecasting  business 
cycle  turning  points,  the  long  and  variable  lags  in  policymaking,  the 
lag  between  action  and  its  effect  on  the  economy,  and  the  difficulty 
of  distinguishing  between  permanent  and  transitory  changes. 

The  first  problem  confronting  discretionary  policy  was,  and  contin¬ 
ues  to  be,  information.  Discerning  trends  in  preliminary  data  is  diffi¬ 
cult.  With  hindsight,  peaks  and  trends  are  easy  to  spot.  Identifying 
trends  as  they  occur  is  more  difficult  because  there  are  large  random 
components  in  the  data,  many  changes  in  monthly  data  are  not  statis¬ 
tically  significant,  and  initial  data  are  often  revised  substantially. 
These  difficulties  and  the  time  it  takes  to  collect  and  disseminate  the 
data  make  early  recognition  of  trends  even  more  difficult.  For  exam¬ 
ple,  an  analyst  using  business  cycle  rules  for  identifying  significant 
trends  in  the  leading  index  of  economic  indicators  would  not  have 
been  able  to  identify  in  advance  either  the  1974-75  or  the  1981-82 
downturns,  the  two  most  severe  downturns  of  the  postwar  period. 

These  problems,  in  obtaining  reliable  information  promptly, 
present  large  difficulties  when  combined  with  lags  in  policy.  Fiscal 
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policy  takes  time  to  enact,  and  after  enactment  often  requires  3  to  6 
months  to  take  effect.  Fiscal  policies  reach  their  peak  effect  on  aver¬ 
age  between  9  and  18  months,  with  wide  variation  around  the  aver¬ 
age  reflecting  in  part  variations  in  anticipations  and  information 
about  the  change.  Monetary  policy  has  a  short  administrative  lag,  but 
its  effect  is  usually  not  felt  for  between  6  to  9  months,  and  its  peak 
effect  may  occur  as  many  as  36  months  later.  Further  complicating 
discretionary  policy  is  the  variability  of  these  lags,  with  the  length  of 
the  lag  partly  depending  on  anticipations — whether  the  action  will  be 
taken  and  the  form  it  will  take.  Greater  certainty  about  the  action 
tends  to  shorten  the  lag  and  more  uncertainty  tends  to  lengthen  it. 

Given  these  lags  and  the  fact  that  the  average  postwar  contraction 
lasts  only  1 1  months,  to  be  effective,  discretionary  policy  requires  ac¬ 
curate  forecasts  of  turning  points  at  least  four  quarters  ahead.  Unfor¬ 
tunately,  the  record  in  the  1970s  and  1980s  indicates  that  neither 
Federal  Government  nor  private  forecasters  has  been  able  to  forecast 
on  average  whether  the  economy  will  be  in  boom  or  recession  four 
quarters  ahead.  The  errors  in  their  forecast  tend  to  be  largest  at 
turning  points,  and  even  on  average  the  range  of  real  GNP  growth 
suggested  by  the  forecasts’  standard  errors  bracket  a  range  from 
more  than  twice  the  mean  rate  of  real  GNP  growth  to  negative  real 
GNP  growth. 

Much  of  the  error  in  these  forecasts  involves  problems  in  estimat¬ 
ing  the  course  of  policy.  Some  estimates  indicate  that  as  much  as 
one-half  of  the  error  of  forecasts  relate  to  unexpected  changes  in 
monetary  policy.  Much  of  the  rest  of  the  error  results  from  random 
shocks,  such  as  changes  in  oil  prices  or  in  labor  force  and  productivi¬ 
ty,  and  random  fluctuations  in  decisions  of  governments  and  private 
citizens  at  home  and  abroad. 

Stop-Go  in  the  1970s:  The  record  of  the  1970s  graphically  illustrates 
the  problem  with  lags  and  the  destabilizing  nature  of  discretionary 
policy.  Including  one-time  energy  price  increases,  during  1973  the 
measured  rate  of  inflation  nearly  doubled.  To  reduce  the  underlying 
rate  of  inflation  in  1973  and  1974,  monetary  growth  had  to  be  re¬ 
duced,  but  the  sharp  spike  in  prices  related  to  the  transitory  energy- 
related  change  in  relative  prices  caused  the  monetary  authorities  to 
overreact.  Instead  of  reducing  gradually,  they  cut  the  gfrowth  in  M2 
by  more  than  one-half,  from  13.3  percent  between  1971  and  1972  to 
6.2  between  1973  and  1974.  While  the  one-time  oil  price  change  had 
a  role  in  the  severity  of  the  ensuing  recession — by  reducing  real  in¬ 
comes — monetary  policy  accentuated  the  effect.  The  1974-75  reces¬ 
sion  was  the  deepest  downturn  that  had  occurred  to  that  point 
during  the  postwar  period.  Inflation  dropped  from  8.2  percent  at  the 
pre-recession  peak  to  a  low  of  5.7  percent  following  the  recession. 
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but  unemployment  climbed  to  9.0  percent.  Also,  although  part  of  the 
reduction  was  attributable  to  a  fall  in  the  underlying  inflation  rate, 
much  of  the  drop  was  traceable  to  the  absence  of  additional  oil  price 
increases. 

The  1974-75  recession  and  higher  unemployment  prompted  a  tax 
cut  in  1975  and  accelerated  monetary  gfrowth.  The  progress  in  reduc¬ 
ing  the  underlying  inflation  rate  that  had  been  so  expensively  gained 
was  lost.  Between  1975  and  1977,  M2  growth  averaged  12.3  percent. 

The  Tax  Reduction  Act  of  1975  was  a  one-time  tax  cut  designed  to 
stimulate  aggregate  demand  and  flght  the  recession.  Unfortunately,  it 
was  passed  in  March  1975,  which  was  the  recession  trough,  and  the 
tax  cut  probably  had  its  initial  effect  well  after  the  expansion  had 
begun,  and  its  peak  effect  at  a  point  well  into  the  expansion,  when 
inflation  pressures  were  already  starting  to  build.  The  monetary  ex¬ 
pansion  also  beg^n  in  early  1975,  with  its  initial  effect  probably  oc¬ 
curring  even  further  into  the  expansion  and  its  peak  effect  as  late  as 
1978,  when  inflation  was  approaching  8  percent. 

Later  in  the  1970s  a  large  increase  in  oil  prices  combined  with  the 
inflationary  stimulus  of  past  monetary  growth  to  produce  rates  of 
price  increases  of  7.3  percent  in  1978  and  8.9  percent  in  1979.  The 
Federal  Reserve  again  shifted  policy.  In  1978  it  started  to  tighten 
monetary  policy  and  by  1979  was  committed  to  reduce  inflation.  A 
significant  slowing  in  monetary  stimulus  beg^n. 

The  periods  of  rapid  monetary  growth  in  the  1970s  had  a  particu¬ 
larly  strong  effect  because  of  continued  increases  in  velocity  (the 
ratio  of  nominal  GNP  to  the  money  supply).  Higher  inflation  and 
higher  interest  rates  during  the  1970s  kept  velocity  rising.  From  1973 
to  1981  the  velocity  of  Ml  (a  narrower  definition  of  money  than  M2) 
increased  from  5.3  to  7.2.  The  behavior  of  the  velocity  of  M2  was 
influenced  by  Regulation  Q,  which  fixed  interest  ceilings  on  commer¬ 
cial  bank  deposits,  and  was  more  cyclical,  tracking  changes  in  short¬ 
term  interest  rates,  the  opportunity  cost  of  holding  idle  money  bal¬ 
ances.  The  velocity  of  M2  also  rose,  however,  increasing  from  1 .6  in 
1973  to  a  peak  of  nearly  1.8  in  1981. 

THE  PRODUCTIVITY  SLOWDOWN 

Many  analyses  of  the  productivity  slowdown  focus  on  three  exoge¬ 
nous  factors  that  affected  the  United  States  in  the  1970s:  rapid  in¬ 
creases  in  energy  prices,  rapid  labor  force  growth,  and  the  shift  in 
demand  away  from  goods  and  toward  services. 

The  Energy  Shock:  Because  the  first  oil  shock  occurred  in  1973  and 
coincided  with  the  worldwide  productivity  slowdown  and  stagflation, 
it  appeared  to  explain  both  phenomena.  The  increase  in  oil  prices 
raised  the  price  level  and  measured  rate  of  inflation,  lowered  real 
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output,  raised  unemployment,  and  lowered  real  incomes.  The  rapid 
increase  in  energy  prices  also  reduced  the  optimal  use  of  the  existing 
capital  stock,  which  was  designed  for  low  energy  prices.  Resources 
that  might  otherwise  have  been  devoted  to  producing  and  purchasing 
new  laborsaving  capital  equipment  and  structures  were  diverted  to 
purchasing  new  energy-saving  equipment  and  structures. 

Some  studies  in  the  1970s  attributed  a  significant  share  of  the  de¬ 
cline  in  productivity  to  the  sharp  increase  in  energy  prices;  more 
recent  analysis  suggests  a  smaller  effect  because  energy  did  not  con¬ 
stitute  a  large  enough  share  of  total  production  costs  to  cause  a  pro¬ 
longed  decline  in  productivity.  ' 

Although  it  does  not  completely  explain  continuing  stagflation,  the  j 
effect  of  the  energ^y  price  increase  in  some  energ;y-in tensive  sectors,  i 
particularly  in  manufacturing,  may  have  been  significant.  Higher  j 
energy  prices  combined  with  other  pressures  to  cause  an  even  great-  | 
er  reduction  in  the  optimal  use  of  the  capital  stock  in  these  sectors. 
Some  authors  have  suggested  that  a  gradual  change  in  energy  prices 
might  not  have  had  a  significant  effect  on  the  productivity  of  the  cap¬ 
ital  stock  because  of  energy’s  small  relative  contribution  to  total 
costs,  but  that  the  large  sudden  increase  in  energy  prices  presented 
serious  adjustment  problems. 

Higher  energy  prices  may  also  have  had  a  large  indirect  effect  on 
the  economy.  To  the  extent  that  the  sudden  rise  in  energy  prices 
helped  to  contribute  to  the  stop-go  policies  of  the  1970s,  it  may  also 
have  contributed  significantly  to  the  period’s  stagflation. 

Rapid  Labor  Force  Growth:  The  growth  rate  of  the  civilian  labor  force 
in  the  United  States  increased  from  1.2  percent  between  1948  and 
1966,  to  2.4  percent  between  1966  and  1973,  and  increased  further 
to  2.5  percent  between  1973  and  1981.  These  increases  resulted 
from  the  maturing  baby-boom  generation  and  increasing  labor  force 
participation  by  women.  The  acceleration  in  growth  shifted  the  com¬ 
position  of  the  work  force  to  younger  and  less  experienced  workers, 
which  tended  to  slow  productivity  growth.  In  1966,  39  percent  of  the 
labor  force  were  under  the  age  of  35.  By  1973  younger  workers  ac¬ 
counted  for  47  percent  of  employment,  and  by  1981  they  peaked  at 
51  percent. 

This  rapid  labor  force  growth  also  added  to  the  need  for  an  in¬ 
creased  rate  of  capital  formation.  The  increase  in  labor  required  an 
even  larger  increase  in  investment  to  maintain  the  existing  ratio  of 
capital  to  labor  and  output  per  unit  of  labor.  Unfortunately,  coincid¬ 
ing  with  the  rise  in  labor  force  participation  was  a  slowing  of  the  rate 
of  capital  formation. 

The  increase  in  labor  force  growth  may  have  begun  to  assert  its 
effect  in  the  mid-1960s,  when  productivity  g^rowth  dropped  from  a 
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rate  of  3.3  percent  between  1948  and  1966  to  2.1  percent  between 
1966  and  1973.  Between  1973  and  1981,  however,  productivity 
growth  dropped  sharply  to  a  rate  of  0.6  percent,  even  though  labor 
force  gfrowth  was  not  much  faster  during  this  period  than  between 
1966  and  1973.  A  more  important  factor  was  probably  the  slowdown 
in  capital  accumulation,  which  contributed  to  the  slowdown  in  the 
gfrowth  rate  of  the  net  capital  stock  per  worker.  The  productivity  lit¬ 
erature  also  suggests  a  relatively  small  effect  on  productivity  from 
rapid  growth  in  the  number  of  young  workers  between  1973  and 
1981. 

Shifts  in  the  Composition  of  Demand:  Throughout  U.S.  history  shifts  in 
the  composition  of  demand  have  affected  productivity  and  economic 
growth.  Flexibility  in  labor  markets  allows  resources  to  move  into  ex¬ 
panding  sectors.  In  the  past,  increases  in  agricultural  productivity 
freed  resources  from  farming  to  be  used  in  the  expanding  nonfarm 
sectors.  The  shift  raised  average  productivity  as  resources  left  agri¬ 
culture — a  sector  with  a  relatively  low  level  of  output  per  man-hour — 
to  other  sectors  with  higher  output  per  man-hour. 

During  the  1970s  manufacturing  productivity  increased,  although 
at  a  slower  rate  than  in  the  1950s  and  1960s,  which  allowed  manufac¬ 
turing’s  share  of  GNP  to  remain  roughly  constant  despite  an  increase 
in  the  share  of  the  labor  force  employed  in  the  expanding  services- 
producing  sector.  This  shift  facilitated  the  employment  and  training 
of  a  large  number  of  young,  inexperienced  workers. 

In  contrast  to  the  net  boost  that  the  shift  out  of  agriculture  gfave  to 
average  productivity,  the  shift  to  service  industries  lowered  measured 
productivity  gfrowth  because  the  faster  growing  components  of  the 
service  sector  had  lower  measured  levels  of  productivity.  Estimates  of 
the  effect  of  the  shift  in  the  composition  of  output  vary  widely,  but  it 
may  have  reduced  overall  measured  productivity  growth  by  as  much 
as  one-fourth.  It  is  difficult  to  assess  the  true  effect  because  part  of 
the  difference  in  productivity  across  sectors  may  be  the  product  of 
problems  in  measuring  output  and  productivity  in  the  service  indus¬ 
tries. 

In  addition  to  these  three  exogenous  factors,  two  other  factors  af¬ 
fected  the  productivity  slowdown  that  were  subject  to  Federal  Gov¬ 
ernment  control:  inflation  and  regulation. 

Inflation:  One  of  the  most  important  changes  in  the  U.S.  economy 
that  accompanied  the  U.S.  productivity  slowdown  was  rising  inflation. 
Although  analysts  have  carried  out  a  large  number  of  studies  on  the 
productivity  slowdown,  they  seldom  discuss  or  measure  the  direct  ef¬ 
fects  of  inflation — particularly  variable  inflation— on  productivity.  Yet 
the  rise  and  variability  of  inflation  after  1973  clearly  paralleled  the 
productivity  slowdown.  The  potential  impact  of  inflation  is  especially 
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important  because,  as  the  past  8  years  have  demonstrated  once  again, 
inflation  is  clearly  subject  to  Federal  Government  control  through 
monetary  policy.  In  contrast,  rapid  labor  force  growth  and  the  energy 
crisis  are  largely  beyond  the  reach  of  government  policies. 

The  effect  of  inflation  in  the  United  States  in  the  1970s  and  early 
1980s,  however,  was  not  just  to  redistribute  income.  Inflation  was 
high  and  variable,  rising  from  4.4  percent  during  1972  to  10.1  per¬ 
cent  during  1974,  dropping  to  5.7  percent  in  1976,  and  rising  again 
to  8.9  percent  by  1979.  Within  a  structure  of  unindexed  taxes  and 
contracts,  high  and  variable  inflation  had  real  effects  and  pulled 
down  measured  productivity  in  a  number  of  ways. 

Noise  and  Relative  Prices:  During  the  1970s  high  and  variable 
changes  in  -he  rate  of  inflation  were  accompanied  by  a  significant  in¬ 
crease  in  the  variability  of  relative  input  prices,  as  measured  by  the 
producer  price  index  for  intermediate  goods.  Not  only  did  relative 
prices  change  more  frequently,  but  also  relative  price  changes  did 
not  appear  to  be  lasting.  For  many  goods,  adjusting  prices  costs 
something,  and  sellers  adjust  prices  infrequently.  The  result  may  be 
that  during  a  period  of  high  and  variable  inflation,  relative  prices 
may  for  a  time  be  more  a  function  of  the  pattern  of  past  changes 
than  a  reflection  of  current  or  future  resource  cost. 

Relative  price  volatility  was  important  because  many  price  contracts 
were  not  indexed  for  inflation  and  because  changes  in  resources  used 
in  production  processes  can  be  costly.  When  decisions  are  based  on 
relative  price  changes  that  reflect  statistical  noise  and  random  adjust¬ 
ments  rather  than  on  changes  in  real  costs,  these  rigidities  can,  cause 
significant  inefficiencies  in  resource  allocation  and  reduce  measured 
output  per  unit  of  input. 

Even  without  rigidities,  volatility  in  relative  prices  imposes  two 
other  types  of  costs.  The  first  is  the  cost  to  sellers  of  adjusting  prices, 
while  the  second  is  the  cost  to  buyers  and  managers  of  having  to 
learn  new  information  and  integrate  it  into  decisionmaking. 

Managerial  Efficiency:  In  addition  to  its  effect  on  resource  allocation 
in  the  choice  of  input  combinations,  inflation  had  another  significant 
effect  on  managerial  efficiency  in  the  1970s.  Operating  decisions 
about  productivity  had  a  smaller  impact  than  inflation  on  reported 
profits  and  rates  of  return;  and  managers  had  an  incentive  to  allocate 
more  time  to  the  latter  and  less  to  the  former.  With  input  prices  and 
wages  rising  at  10  percent  or  more,  managers  could  save  more  by 
buying  early  or  trying  to  win  a  wage  concession  than  by  trying  to  im¬ 
prove  productivity  by  a  percentage  point  or  two. 

These  labor  and  material  pressures  were  reflected  in  the  behavior 
of  inventories.  Expectations  of  rising  prices  and  low  real  interest 
rates  gave  managers  an  incentive  to  carry  more  inventories,  raising 
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the  inventory  input  for  a  g^ven  level  of  output  and  raising  inventory 
profits.  In  contrast  to  today’s  just-in-time  inventory  systems,  in  the 
1970s  inventory-to-sales  ratios  reached  their  highest  postwar  levels. 

The  relationship  of  inflation  to  incentives  is  g^phically  illustrated 
by  its  distorting  effect  on  reported  profits.  Inventory  profits  came  to 
account  for  a  rising  share  of  reported  profits.  Inflation  also  under¬ 
stated  the  replacement  cost  of  capital  assets,  which  further  increased 
book  profits.  Reinforcing  these  effects  on  profits,  inflation  caused  the 
value  of  a  firm’s  capital  assets  to  be  understated.  The  result  of  all 
these  effects  was  to  cause  accounting — or  historical  cost — rates  of 
return  reported  to  stockholders  and  upper  management  to  diverge 
sharply  from  real  rates  of  return,  with  nominal  rates  of  return  trend¬ 
ing  upward  slighdy  while  real  rates  trended  down  (Chart  1-5). 

Chart  1-5 
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Source:  Unpublished  data  from  Department  of  Commerce. 

In  the  1960s  real  operating  profits  from  production  accounted  for 
up  to  82  percent  of  accounting  rates  of  return  for  U.S.  nonfinancial 
corporations;  inventory  profits  and  the  understatement  of  capital 
costs  and  assets  resulting  from  the  effects  of  inflation-induced  profits 
accounted  for  the  other  18  percent.  Rising  inflation  in  the  1970s  in¬ 
creased  the  importance  of  inflation,  and  by  the  early  1980s,  inflation 
accounted  for  as  much  as  54  percent  of  accounting  rates  of  return 


and  real  operating  profits  from  production  accounted  for  only  46 
percent.  The  effect  of  inflation  on  returns  after  taxes  and  interest 
payments  was  even  more  dramatic.  By  the  early  1980s,  inflation’s 
share  reached  72  percent  of  accounting  rates  of  return  after  taxes 
and  interest  payments  and  real  operating  profits  28  percent. 

In  addition  to  the  incentive  and  time  problems  related  to  inflation, 
managers  had  the  added  burden  of  burgeoning  government  regula¬ 
tions  and  of  trying  to  forecast  the  effect  of  the  stop-go  economic 
policies.  Under  these  uncertain  conditions,  at  the  margin,  managers 
were  likely  to  spend  more  of  their  time  on  purchasing  and  planning 
decisions — as  well  as  on  complying  with  new  regulations — than  on 
basic  operating  decisions.  Training  personnel,  attending  to  plant 
maintenance,  or  working  on  improvements  in  work  processes  may 
have  received  less  attention  as  a  result  of  the  increased  demands  re¬ 
sulting  from  inflation  and  regulation  and  the  lower  relative  returns  to 
time  devoted  to  these  activities. 

Investment  Incentives  and  Investment  Trends:  In  addition  to  the  distort¬ 
ing  effect  on  accounting  profits  and  rates  of  return,  inflation  raised 
effective  tax  rates  on  capital  investment.  Real  after-tax  rates  of  return 
fell,  lowering  investment  incentives.  Inflation  eroded  effective  corpo¬ 
rate  profits  by  reducing  the  value  of  depreciation  allowances  and 
measured  materials  costs,  thereby  raising  effective  tax  rates  on  capital 
that  were  based  on  nominal  profits.  Partly  offsetting  these  effects  was 
the  deductibility  of  nominal  interest  payments.  On  average,  however, 
the  net  effect  was  an  increase  in  effective  tax  rates  that  accompanied 
the  decline  in  real  operating  rates  of  return. 

While  uncertainty  continues  among  economists  as  to  how  much  the 
interaction  of  inflation  and  taxes  increased  effective  tax  rates  and  re¬ 
duced  real  returns,  and  how  much  the  rise  in  effective  tax  rates  re¬ 
duced  the  rate  of  capital  formation,  it  is  likely  that  higher  effective 
tax  rates  had  a  significant  role  in  reducing  the  rate  of  capital  forma¬ 
tion.  One  frequently  cited  estimate  suggests  that  the  interaction  of 
inflation  and  taxes  reduced  net  investment  by  as  much  as  one-third. 

The  effect  of  inflation  and  taxes  had  another  distorting  effect  on 
nonresidential  investment.  During  the  1970s  and  early  1980s,  infla¬ 
tion  and  the  Tax  Code  gave  large  incentives  to  investment  in  resi¬ 
dential  housing  while  it  lowered  the  net  returns  to  investments  in  fi¬ 
nancial  markets.  Taxation  of  capital  gains  that  reflect  inflation  rather 
than  real  increases  in  value  also  reduce  incentives  to  save  and  invest. 
Partly  as  a  result,  housing  values  soared  and  stock  values  stagnated 
while  the  replacement  cost  of  plant  and  equipment  rose.  As  might  be 
expected,  lowering  the  stock  market  value  of  firms  relative  to  the  cost 
of  new  plant  and  equipment  raised  the  firms’  cost  of  capital  and  low¬ 
ered  the  incentive  to  invest  in  new  capital. 
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Slower  capital  formation  lowered  U.S.  productivity  in  three  ways: 
by  failing  to  keep  up  with  rapid  labor  force  growth  during  this 
period,  the  growth  rate  of  capital  per  worker  slowed  dramatically;  by 
slowing  down  the  rate  of  adoption  of  new  technologies  embodied  in 
new  plant  and  equipment,  the  growth  rate  of  capital  productivity  was 
reduced;  and  the  slowing  of  the  rate  of  adoption  of  new  technologies 
may  have  reduced  the  learning  by  doing  that  accompanies  new  in¬ 
vestments  and  feeds  back  into  the  rate  of  technological  change.  (Sci¬ 
ence  and  technology  are  discussed  in  Chapter  6.) 

Although  considerable  controversy  surrounds  the  relative  impor¬ 
tance  of  the  slowdown  in  capital  formation,  most  studies  have  found 
that  slower  capital  formation  had  a  significant  and  substantial  influ¬ 
ence.  The  range  of  estimates  is  wide,  with  most  of  the  estimates  of 
slower  capital  formation  ranging  between  20  and  50  percent  of  the 
slowdown.  And  perhaps  most  important,  in  contrast  to  the  rapid 
growth  in  labor  force  or  the  energy  crises,  government  policies — 
either  through  their  effect  on  taxes  or  inflation — have  an  important 
effect  on  incentives  that  influence  the  rate  of  capital  formation. 

Although  some  slowing  of  the  rate  of  capital  formation  occurred 
after  1966,  the  drop  in  the  1970s  was  dramatic.  The  rate  of  gyowth 
in  the  private  real  net  nonresidential  capital  stock  per  worker 
dropped  from  2.2  percent  between  1966  and  1973  to  1.4  percent  be¬ 
tween  1973  and  1981.  The  trend  across  industries  was  not  even. 
Capital  formation  in  manufacturing  showed  significant  growth  in  the 
1970s.  Net  capital  stock  per  hour  worked  rose  at  a  3.4  percent  annual 
rate  between  1973  and  1981,  while  gyowth  in  capital  per  worker  in 
nonmanufacturing  slowed  between  1973  and  1981,  to  a  0.7  percent 
annual  rate  (Chart  1-6).  Pardy  as  a  result  of  the  continued  growth  in 
capital  formation,  manufacturing  productivity  growth  did  not  suffer 
as  much  of  a  slowdown  as  did  productivity  in  other  sectors. 

All  these  factors  notwithstanding,  one  of  the  most  important  ef¬ 
fects  of  inflation  on  private  investment  incentives  was  the  result  of 
stop-go  policies  that  produced  higher  inflation  and  unemployment. 
Instability  reduced  incentives  to  investment,  making  entrepreneurs 
more  cautious,  more  concerned  about  downside  risks,  and  less  will¬ 
ing  to  undertake  new  investments  and  projects. 

Paralleling  the  decline  in  private  capital  formation  was  a  continued 
decline  in  government  capital  formation  as  government  direct  trans¬ 
fers  and  insurance  programs  rose.  After  peaking  at  4.1  f>ercent  of 
GNP  in  the  mid-1960s,  the  ratio  of  government  nonmilitary  invest¬ 
ment  to  GNP  declined  throughout  the  1970s,  falling  to  2.1  percent 
by  1981.  This  decline  in  nonmilitary  investment  paralleled  a  decline 
in  military  investment,  which  allowed  U.S.  defense  capability  to  run 
down. 
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Chart  1-6 


Output  per  Hour  and  Capital  Stock  per  Worker, 
Manufacturing  and  Nonmanufacturing 


Index,  1948-100 


NET  NONRESIDENTIAL  CAPITAL  STOCK  PER  WORKER 


Manufacturing 


Nonmanufacturing 


1948  1951  1954  1957  1960  1963  1966  1969  1972 ;  1975  1978  1981  1984  1987 


Sources:  Output  per  hour,  unpublished  data  from  Department  of  Labor;  capital  stock  per  worker. 
Council  of  Economic  Advisers,  based  on  data  from  Department  of  Commerce. 


Incentives  to  Entrepreneurial  and  Other  Labor  Effort:  Just  as  businesses 
and  investors  experienced  inflation-induced  bracket  creep,  entrepre¬ 
neurs  and  workers  also  saw  bracket  creep  reduce  their  returns  to 
extra  effort.  One-eamer  families  of  four  with  twice  the  median 
income — who  were  more  likely  to  be  entrepreneurs  and  profession¬ 
als — saw  their  marginal  tax  rates  increase  from  28  to  43  percent, 
while  their  real  income  stagnated.  Proprietors’  income  declined  from 
10.6  percent  of  personal  income  in  1973  to  7.6  percent  in  1981. 

Wage  and  salary  workers  also  saw  their  marginal  tax  rates  rise  as 
their  real  incomes  stagnated.  Between  1973  and  1981  nominal 
median  family  income  for  a  one-eamer  family  of  four  increased  92 
percent,  while  the  family’s  real  income  was  little  changed  and  its  mar¬ 
ginal  Federal  income  tax  rates  rose  from  19  to  24  percent.  The 
impact  on  married  women  and  other  secondary  workers  was  particu¬ 
larly  severe,  as  they  faced  declining  real  wages  and  high  marginal  tax 
rates  on  their  labor  effort. 

Measurement  Problems:  One  of  the  most  difficult  problems  in  measur¬ 
ing  productivity  is  separating  pure  price  changes  from  changes  in 
product  price  that  reflect  changes  in  the  characteristics  or  quality  of  a 
product.  The  difficulty  of  making  this  separation  is  increased  when 
either  prices  change  rapidly  or  technology  changes  rapidly.  During 
the  1970s  rapid  increases  in  prices  increased  the  complexity  of  meas¬ 
uring  relative  versus  pure  price  changes.  There  was  also  the  added 
difficulty  of  distinguishing  permanent  versus  temporary  price 
changes. 

In  constructing  price  indexes,  producers  are  asked  to  estimate  the 
cost  of  product  improvements,  and  these  costs  are  used  to  adjust  the 
product’s  price  index  so  as  not  to  overstate  pure  price  change.  If  the 
quality  change  is  costless  or  the  cost  is  difficult  to  identify,  however, 
the  price  index  will  not  capture  the  improvement  and  any  price  in¬ 
crease  will  be  shown  as  a  pure  price  increase  rather  than  as  an  in¬ 
crease  in  output.  This  problem  is  especially  acute  in  industries  where 
there  is  no  physical  output  and  where  changes  in  quality  are  hard  to 
measure  or  even  observe.  Interestingly,  the  decline  in  productivity 
growth  in  nongoods-producing  sectors,  such  as  finance,  insurance, 
and  real  estate,  transportation  services,  and  other  services,  was  much 
more  pronounced  than  in  manufacturing. 

Rapid  and  variable  increases  in  input  prices  during  the  1970s  prob¬ 
ably  made  the  estimation  of  the  cost  of  improvements  more  difficult 
than  during  the  1960s.  As  a  result,  some  overestimation  of  inflation, 
which  resulted  in  an  underestimate  of  real  output  growth  may  have 
occurred  during  this  {>eriod. 

Added  to  the  problem  of  separating  relative  from  pure  price 
changes  was  the  expanding  underground  economy.  Increasing  tax- 


ation  of  inflation  gains  through  bracket  creep  gave  extra  stimulus  to 
the  underground  economy.  Higher  effective  tax  rates  may  help  to  ex¬ 
plain  the  productivity  declines  in  construction  and  services  where 
there  are  sigpiificant  numbers  of  sole  proprietorships  and  underre¬ 
porting  of  receipts  is  most  likely. 

Understatement  attributable  to  the  underground  economy  is  more 
likely  to  show  up  as  an  understatement  of  receipts  and  income  data 
than  as  an  understatement  of  employment.  As  a  result,  if  the  statisti¬ 
cal  agencies  did  not  adequately  adjust  for  increases  in  the  understate¬ 
ment  of  noncorporate  income  during  the  1970s,  they  may  have  per¬ 
mitted  a  downward  bias  to  enter  the  productivity  estimates. 

Regulation  and  the  Productivity  Slowdown:  In  addition  to  its  impact  on 
management  efficiency,  regulation  reduces  productivity  by  increasing 
capital  and  labor  inputs  without  an  increase  in  measured  output.  For 
example,  environmental  health  and  safety  regulations  in  certain  in¬ 
dustries  required  new  capital  equipment  designed  to  reduce  pollution 
and  produce  environmental  and  health  benefits  but  not  measured 
output.  Studies  of  these  added  capital  and  labor  costs  to  industry  es¬ 
timate  that,  although  government  regulations  improved  the  environ¬ 
ment,  they  reduced  measured  productivity  by  about  15  percent  be¬ 
tween  1973  and  1981. 

As  the  costs  of  these  regulations  became  evident,  policymakers 
beg^n  to  reconsider  the  costs  and  benefits  of  environmental,  safety, 
and  other  regulations.  Questions  were  raised  about  the  impact  of 
regulations  on  costs  and  productivity  of  even  the  oldest  of  regelated 
industries.  Entry  and  pricing  restrictions  in  these  areas  resulted  in  in¬ 
efficiencies  that  raised  prices  and  reduced  the  quality  of  services.  In 
recognition  of  these  costs  beginning  in  the  1970s,  deregulation 
began  in  air  transportation,  trucking,  and  railroads  as  well  as  in  other 
areas.  (Regulation  is  discussed  in  Chapter  5.) 

SOCIAL  PERFORMANCE 

The  failure  to  reduce  poverty  in  the  1970s  was  a  source  of  social 
frustration.  Part  of  the  poverty  problem  appeared  to  be  related  to  the 
stop-go  policies  that  affected  all  families.  The  poverty  rate  had 
reached  an  all-time  low  of  11.1  percent  in  1973,  but  the  1974-75  re¬ 
cession  raised  the  rate  to  12.3  percent.  Economic  expansion  and  a 
reduction  in  inflation  seemed  to  improve  the  poverty  rate,  but  shortly 
thereafter  inflation  began  to  rise  and  the  economy  moved  in  1980 
into  a  mini-recession.  The  poverty  rate  rose  from  11.4  percent  in 
1978  to  14.0  percent  in  1981  (Chart  1-3). 

Part  of  the  poverty  problem  was  probably  related  to  measurement 
issues  because  the  official  poverty  statistics  are  based  on  the  con¬ 
sumer  price  index,  which  in  the  1970s  and  early  1980s  overstated 
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housing  costs  and  inflation.  The  poverty  statistics  also  exclude  non¬ 
cash  income,  a  growing  component  of  means-tested  benefits.  The  net 
effect  of  these  factors  was  probably  to  overstate  the  rise  in  poverty 
that  occurred  between  1973  and  1981. 

Another  part  of  the  poverty  problem  appears  to  have  been  related 
to  diminishing  returns  to  economic  growth.  During  the  1950s  and 
1960s  increases  in  median  income  were  accompanied  by  large  reduc¬ 
tions  in  poverty.  When  median  income  was  lower,  a  significant  pro¬ 
portion  of  the  population  was  near  the  poverty  income  level.  As 
median  income  rose,  a  large  number  of  persons  were  lifted  from  pov¬ 
erty.  By  the  1970s,  however,  the  poverty  threshold  was  located  in  the 
long  flat  tail  of  the  lower  end  of  the  income  distribution,  and  further 
shifts  in  the  location  of  the  distribution  lifted  fewer  people  from  pov¬ 
erty. 

Interestingly,  if  a  fixed  distribution  of  income,  such  as  the  1948 
distribution,  is  used  with  gfrowth  in  median  income  to  “predict”  the 
percentage  of  the  population  that  would  have  been  at  low-income 
levels,  it  produces  a  “predicted  path”  that  tracks  the  actual  path 
quite  well  (Chart  1-7).  Thus,  despite  the  fact  that  large  sums  were 
being  redistributed  to  reduce  poverty,  the  distribution  of  income  was 
little  changed,  and  the  low-income  population  appears  to  have  been 
moving  along  a  path  that  would  have  been  predicted  by  economic 
conditions  alone.  The  persistence  of  large  numbers  of  low-income 
families  and  the  rise  in  poverty  rates  may  help  to  explain  why  at  the 
time  there  was  a  nagging  feeling  that  the  effort  to  invest  in  people 
and  “to  give  a  hand,  not  a  handout,”  was  failing. 

Real  spending  on  public  aid  increased  from  $56.3  billion,  meas¬ 
ured  in  1982  dollars,  in  1973  to  more  than  $87.1  billion  in  1981. 
The  programs  did  benefit  some  groups.  Unrelated  individuals  and 
the  elderly  showed  improvement  and,  despite  the  poor  economic 
performance  over  this  period,  the  poverty  rate  for  unrelated  individ¬ 
uals  fell  from  25.6  percent  in  1973  to  23.4  percent  in  1981  and  for 
those  over  65  from  16.3  percent  to  15.3  percent. 

For  other  groups  a  disturbing  trend  suggested  that  increased  trans¬ 
fers  were  influencing  behavior  and  fostering  dependency.  The  pro¬ 
portion  of  births  to  unmarried  women  was  rising  and  showed  an 
alarming  increase  among  the  most  disadvantaged  groups.  By  1981 
more  than  one-half  of  all  black  births  were  to  unmarried  women,  and 
for  those  aged  15  to  24  nearly  70  percent  were  to  unmarried  moth¬ 
ers.  This  development  was  particularly  disturbing  because  families 
with  the  poorest  economic  outlook  were  increasing,  suggesting  that 
poverty  was  increasingly  becoming  a  long-run  condition  for  these 
families.  The  proportion  of  the  poverty  population  accounted  for  by 
female-headed  families  grew  dramatically,  while  those  headed  by  a 
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Chart  1-7 


Actual  and  "Predicted"  Proportion  of  Families 
With  Income  Below  $10,000  in  1987  Dollars 


Percent  of  families 


Note. — Consumer  price  index  for  urban  consumers  used  as  deflator. 

Sources:  Department  of  Commerce  and  Council  of  Economic  Advisers. 

full-time  worker  declined.  The  proportion  of  families  in  poverty 
headed  by  women  rose  from  23  percent  in  1959  to  35  percent  in 
1968,  and  rose  further  to  48  percent  by  1981,  while  those  with  a  full¬ 
time,  full-year  worker  as  head  of  the  household  fell  from  31  percent 
to  27  percent  between  1959  and  1968  and  to  18  percent  by  1981 
(Chart  1-8). 

An  increasing  proportion  of  these  families  also  was  headed  by 
women  with  little  or  no  work  experience.  With  child  care  responsibil¬ 
ities  and  expenses  and  no  work  experience,  job  prospects  were  poor 
for  these  women  and  labor  force  participation  correspondingly  low. 
In  1981  more  than  50  percent  of  black  and  Hispanic  female-headed 
households  were  in  poverty.  Among  these  poor  households  only  34 
percent  of  the  women  worked  and  only  7  percent  worked  a  full-time, 
year-round  job. 
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THE  EIGHTIES:  LOWER  INFLATION,  IMPROVED  INCENTIVES. 
AND  IMPROVED  PERFORMANCE 


This  Administration  replaced  the  stop-go  interventionist  policies  of 
the  1970s  with  a  different  view  of  the  role  of  the  Federal  Govern¬ 
ment  and  of  incentives.  This  view  was  based  on  lessons  from  U.S. 
economic  history:  the  best  performances  have  been  recorded  when 
government  has  provided  stability  and  relied  on  the  dynamism  of  the 
private  sector. 

The  Administration  emphasized  that  government  often  does  best 
when  it  improves  incentives  and  encourages  private  market  solutions. 
The  Administration  sought  to  take  government  back  to  the  basics, 
delivering  the  essential  services  and  ensuring  the  stability  that  the 
private  sector  requires  and  allowing  markets  to  work,  often  by  pro¬ 
viding  a  framework  that  gives  incentives  to  private  individuals  to  seek 
solutions.  Desiring  not  to  repeat  the  failures  of  short-term  discretion¬ 
ary  policy  in  the  1970s,  the  Administration  abandoned  discretionary 
fiscal  policy.  In  its  place  the  Administration  has  used  fiscal  policy  as  a 
tool  for  restoring  incentives  and  efficiency,  both  in  the  private  sector 
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and  in  the  government  and  giving  incentives  for  the  private  sector  to 
plan  for  the  future.  The  Administration  has  continued  the  drive  for 
deregulation  and  has  put  forward  new  proposals  to  reduce  rigidity.  It 
has  encouraged  the  monetary  authorities  to  pursue  the  goal  of  non¬ 
inflationary  growth.  Finally,  the  Administration  has  continued  work 
on  lowering  barriers  to  trade,  trying  to  avoid  protectionism  and  en¬ 
couraging  trade.  The  private  markets  have  responded  well  to  these 
improved  incentives,  and  the  flexibility  of  U.S.  markets  has  allowed 
the  United  States — in  contrast  with  the  nations  of  Europe — to  enjoy 
lower  inflation  and  lower  unemployment. 

Like  the  1970s  the  1980s  were  a  diflicult  period  for  the  economies 
of  the  world.  The  move  to  slower  monetary  gfrowth  reduced  inflation 
rates  in  the  major  industrialized  nations,  but  it  caused  one  of  the 
most  severe  downturns  of  the  postwar  period.  Partly  as  a  result  of 
inflexibility  in  their  labor  markets,  many  countries  have  not  yet  fully 
recovered  from  the  downturn.  Unemployment  has  remained  high. 
Less  developed  countries  have  been  plagued  by  the  “debt  crisis,” 
slow  growth,  and  the  need  to  earn  foreign  currency.  In  many  nations, 
including  the  United  States,  the  sharp  drop  in  oil  prices  beginning  in 
1985  hit  sectors  of  their  economy  hard.  Low  aggregate  demand  in 
Europe  and  in  the  less  developed  countries  and  rapid  export-led 
growth  in  the  Pacific  rim  resulted  in  increased  competition  in  import 
and  export  markets. 

Despite  these  difficulties  the  U.S.  economy  recorded  a  dramatic  re¬ 
versal  from  the  record  of  the  1970s.  The  1981-82  recession,  which 
was  one  of  the  most  severe  downturns  of  the  U.S.  postwar  period, 
slowed  growth  in  the  early  1980s,  but  a  vigorous  recovery  resulted  in 
strong  U.S.  economic  growth  in  the  1980s. 

Since  1981  real  GNP  has  risen  at  a  3.0  percent  annual  rate,  a  sig¬ 
nificant  improvement  over  the  2.1  percent  annual  rate  between  1973 
and  1981.  Real  GNP  per  capita  has  risen  at  a  2.0  percent  annual  rate, 
compared  with  a  1.1  percent  annual  rate  between  1973  and  1981, 
and  is  slightly  above  the  1.7  percent  gfrowth  trend  for  the  1900s.  This 
record  compares  favorably  with  the  record  for  the  other  major  indus¬ 
trialized  nations  during  the  1980s. 

Perhaps  the  most  important  characteristic  of  the  1980s  is  that 
during  the  past  8  years  the  cyclical  pattern  of  higher  inflation  and  in¬ 
terest  rates  has  been  broken.  Inflation  has  been  cut  to  nearly  one- 
third  of  its  1980  rate,  short-term  interest  rates  are  about  one-half 
their  peak  1981  levels,  and  long-term  interest  rates  have  declined 
substantially. 

Largely  because  of  labor  market  flexibility  and  improved  incen¬ 
tives,  lower  inflation  in  the  United  States  did  not  result  in  higher  un¬ 
employment,  and  strong  gains  in  employment  and  reductions  in  un- 
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employment  followed  the  1981-82  recession.  Nonfarm  jobs  have  in¬ 
creased  by  nearly  19  million  since  the  recession  trough  of  November 
1982,  for  a  net  total  of  16  million  jobs  since  July  1981.  Civilian  un¬ 
employment  has  been  cut  by  one-half,  from  10.8  to  5.4  percent,  with 
gains  for  all  major  demographic  groups.  This  employment  record  is 
in  sharp  contrast  to  that  in  Western  Europe  where  unemployment  in 
1987  was  10.7  percent,  just  below  the  postwar  record  high. 

Although  overall  productivity  gfrowth  has  not  achieved  the  growth 
seen  between  1948  and  1973,  improvement  has  been  significant. 
Since  1981  private  business  sector  productivity  has  grown  at  a  1.7 
percent  annual  rate,  more  than  double  the  1973-81  rate.  Manufactur¬ 
ing  productivity  has  g^own  at  a  4.1  percent  rate  since  1981,  roughly 
one  and  one-half  times  the  postwar  average  and  more  than  three 
times  the  rate  of  1973-81.  Manufacturing  remains  strong;  the  United 
States  is  not  deindustrializing.  Manufacturing  production  is  up  43 
percent  during  this  expansion,  and  29  p>ercent  since  the  mid- 1981 
peak.  Manufacturing’s  share  of  total  output,  around  22  percent,  is  es¬ 
sentially  the  same  as  its  peak  levels  during  the  past  25  years.  Strong 
productivity  growth  has  allowed  manufacturing  to  maintain  its  share 
of  total  output  despite  a  declining  employment  share. 

The  two  nagging  problems  for  the  U.S.  economy  in  the  1980s  were 
the  budget  and  trade  deficits.  The  growth  in  the  trade  deficit  in  the 
1980s  reflected  several  interrelated  developments,  including  the 
strength  of  the  U.S.  economy  and  U.S.  domestic  demand  relative  to 
other  countries,  the  debt  crisis  in  less  developed  countries,  the  at¬ 
tractiveness  of  investment  in  the  United  States,  and  the  high  value  of 
the  dollar.  Since  1985  the  dollar  has  come  down  in  value  and  U.S. 
domestic  demand  growth  has  slowed  while  other  countries’  domestic 
demand  has  accelerated.  The  improvement  in  the  trade  balance  has 
been  substantial  as  both  the  real  and  nominal  trade  deficit  have 
fallen  sharply  from  their  peaks  in  1986  and  1987,  respectively.  (The 
trade  deficit  and  other  trade  issues  are  discussed  in  Chapters  3  and 
4.) 

The  Federal  budget  deficit  is  a  more  serious  problem  and,  al¬ 
though  the  current  U.S.  debt  burden  relative  to  GNP  is  comparable 
with  the  burden  in  the  1950s  and  early  1960s  and  to  that  of  many  of 
the  other  G-7  summit  nations,  it  is  still  large.  The  increase  in  the  def¬ 
icit  in  the  1980s  was  largely  the  result  of  spending  increases  rather 
than  tax  cuts.  Tax  changes  in  the  1980s  brought  Federal  taxes  as  a 
share  of  GNP  close  to  its  historical  average,  while  spending  contin¬ 
ued  its  upward  trend.  Real  prog^ress  has  been  made  in  reducing 
spending  and  the  deficit  since  fiscal  1985,  and  the  deficit  as  a  share 
of  GNP  has  declined  from  5.3  to  3.2  percent  of  GNP;  however.  Fed¬ 
eral  dissaving  continues  to  exacerbate  the  U.S.  savings  investment 
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imbalance  and  continued  progress  on  reducing  the  deficit  is  impor¬ 
tant.  (The  budget  deficit  is  discussed  in  Chapter  2.) 

SOURCES  OF  THE  IMPROVEMENT  IN  OUTPUT.  INFLATION,  AND 
PRODUCTIVITY  PERFORMANCE 

Increased  Stability  in  Macroeconomic  Policy:  In  contrast  with  the  use  of 
spending  and  taxes  in  attempts  to  control  aggregate  demand  in  the 
1970s,  in  the  1980s  the  focus  has  been  on  longer  term  issues  con¬ 
cerning  the  appropriate  sphere  of  government  action.  Examples  of 
issues  that  were  addressed  on  the  spending  side  were  the  mix  of  gov¬ 
ernment  spending  between  Federal,  State,  and  local  levels  and  the 
appropriate  role  of  transfer  programs.  On  the  tax  side,  the  issues 
concerned  the  effects  of  bracket  creep  and  the  effect  of  taxes  on  in¬ 
centives. 

Beginning  in  1979  the  Federal  Reserve  undertook  to  control  one 
measure  of  the  quantity  of  reserves  rather  than  a  short-term  interest 
rate.  This  task  was  not  easy,  however,  in  part  due  to  disinflation  and 
changes  in  financial  markets  and  in  part  due  to  the  Federal  Reserve’s 
control  procedures,  particularly  the  use  of  lagged  reserve  accounting 
that  has  since  been  modified  and  depository  institution  borrowing 
from  the  Federal  Reserve  discount  window. 

Deregulation,  the  creation  of  new  deposit  instruments,  and  the 
general  increase  in  the  pace  of  financial  innovation  caused  many 
changes  in  financial  markets.  Significant  shifts  occurred  across  differ¬ 
ent  deposit  instruments,  and  the  management  of  monetary  policy 
became  more  difficult. 

Despite  these  problems,  between  the  late  1970s  and '1980,  M2 
growth  fell  from  a  high  of  13.7  to  around  8.0  percent,  with  an  aver¬ 
age  growth  of  8.5  percent  since  1978.  This  decline  in  monetary 
growth  was  reinforced  by  a  decline  in  velocity.  After  peaking  at  1.7  in 
1981,  M2  velocity  fell  at  an  average  of  1.4  percent  a  year  between 
1981  and  1987. 

The  shift  to  slower  money  growth  was  not  painless  and  the  1981- 
82  recession  was  the  second  most  severe  recession  of  the  postwar 
period,  perhaps  partly  because  the  Federal  Reserve’s  past  behavior 
encouraged  the  expectation  that  monetary  ease  and  higher  inflation 
would  follow  soon  after  monetary  restriction.  Despite  the  difficulties, 
slower  monetary  growth  and  less  volatility  paid  large  rewards.  The 
rate  of  inflation  fell  from  9.7  percent  in  1981  to  the  3.5  percent 
range,  and  unlike  periods  in  the  past,  it  has  stayed  in  that  range. 
Contrary  to  the  fears  of  many,  it  will  stay  in  that  range  and  gradually 
drift  down  if  the  monetary  authorities  remain  committed  to  reducing 
the  rate  of  inflation  to  achieve  price  stability.  Monetary  policy  will 
contribute  to  stable  growth  if  the  monetary  authorities  focus  on  the 
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medium-term  prospects,  moving  toward  the  goal  of  noninflationary 
growth  and  avoiding  the  past  errors  of  overreacting  to  short-term 
shocks  to  the  economy. 

Investment  Incentives:  Three  major  factors  have  operated  on  invest¬ 
ment  incentives  since  1981:  tax  reform,  lower  inflation,  and  increased 
stability  in  the  macroeconomic  outlook. 

Tax  Policy:  The  Economic  Recovery  Tax  Act  of  1981  (ERTA)  arose 
out  of  concern  for  the  effect  of  inflation  on  incentives.  It  was  de¬ 
signed  to  address  the  eroding  effect  of  bracket  creep  on  incentives  to 
produce,  save,  and  invest.  On  the  personal  tax  side,  lower  marginal 
tax  rates,  lower  capital  gains  tax  rates,  and  indexation  removed  many 
of  the  effects  of  bracket  creep  and  inflation  on  incentives  to  save  and 
invest.  As  it  turned  out,  the  effect  on  aggregate  saving  was  more  than 
offset  by  a  26  percent  increase  in  household  net  worth  between  1981 
and  1988  and  high  consumption  expenditures  by  baby-boomers  who 
were  at  the  peak  of  their  spending  for  consumer  durables,  child  care, 
and  education.  Although  these  are  investment  expenditures  that  yield 
returns  in  later  years,  they  are  the  types  of  saving  and  investment 
that  are  excluded  from  the  definitions  used  by  national  income  ac¬ 
countants,  and  therefore  reduce  recorded  saving  and  investment. 

On  the  business  tax  side,  ERTA  accelerated  depreciation  allow¬ 
ances,  increased  the  investment  tax  credit  for  certain  assets,  and  im¬ 
proved  other  business  tax  incentives.  Changes  in  the  tax  law  and 
lower  inflation  resulted  in  effective  tax  rates  for  some  assets  that 
were  low  and  for  some  types  of  equipment  were  negative.  Some  in¬ 
vestment  incentives  were  reduced  under  the  Tax  Equity  and  Fiscal 
Responsibility  Act  of  1982  (TEFRA),  but  the  net  effect  was  that  effec¬ 
tive  tax  rates  were  significantly  reduced  by  ERTA,  even  after  adjust¬ 
ments  by  TEFRA.  The  net  result  was  to  increase  investment  relative 
to  GNP.  By  lowering  marginal  personal  tax  rates  and  capital  gains 
rates,  ERTA  and  TEFRA  also  improved  the  investment  returns  for 
entrepreneurs.  One  estimate  suggests  that  ERTA  and  TEFRA  raised 
investment  by  at  least  20  percent  between  1982  and  1984,  with  a 
smaller  net  effect  between  1985  and  1987.  The  two  acts  also  reduced 
the  differences  in  effective  tax  rates  across  assets  and  industries. 
Most  estimates  indicate  that  ERTA  and  TEFRA  improved  resource 
allocation  and  the  efficiency  of  the  capital  stock. 

The  Tax  Reform  Act  of  1986  (TRA)  was  a  comprehensive  reform 
directed  toward  further  reductions  in  marginal  tax  rates,  reducing 
distortions,  and  broadening  the  tax  base.  The  act  substantially  evens 
the  cost  of  capital  across  assets.  Overall  the  reduction  in  marginal  tax 
rates  and  removal  of  many  tax  preferences  will  help  to  ensure  that 
investment  and  financial  decisions  are  based  on  economic  rather  than 
tax-motivated  grounds. 
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The  long-term  effect  of  the  TRA  on  capital  efficiency  is  expected 
to  be  significant.  The  act  did  increase  the  effective  tax  rate  on  capital 
at  a  given  inflation  rate,  but,  relative  to  the  early  1980s,  this  effect 
was  more  than  offset  by  lower  inflation. 

Lower  Inflation:  Lower  inflation  had  several  effects  on  investment  in¬ 
centives.  It  reduced  the  variability  of  relative  prices,  allowing  deci¬ 
sionmakers  to  more  accurately  anticipate  future  relative  prices,  there¬ 
by  allowing  them  to  allocate  resources  more  efficiently,  especially 
those  involving  fixed  dollar  commitments  for  the  future.  The  vari¬ 
ance  in  relative  prices  for  non-energy  goods,  as  measured  by  the  pro¬ 
ducer  price  index,  dropped  39  percent  between  1973-81  and  1981- 
87. 

With  relative  prices  more  accurately  reflecting  future  resource 
costs,  investment  decisionmaking  was  improved.  Costly  investments 
in  machinery  and  equipment  that  in  the  1970s  were  made  inefficient 
by  subsequent  and  unexpected  changes  in  relative  prices  were  avoid¬ 
ed.  The  reduction  in  volatility  lengthened  the  expected  useful  lives  of 
assets  and  enhanced  decisionmakers’  incentives  to  concentrate  on 
long-run  investment  planning  rather  than  short-run  strategies. 

Lower  inflation  in  conjunction  with  reduced  regulation  also  gave 
managers  the  incentive  to  concentrate  on  basic  management  deci¬ 
sions  rather  than  on  purchasing  and  paperwork  responsibilities.  The 
reduction  in  inflation  sharply  reduced  inventory  profits  and  brought 
book  value  depreciation  closer  to  real  replacement  cost  depreciation. 
Lower  inflation  brought  asset  values  and  depreciation  in  line  with  re¬ 
placement  cost  slowly,  through  new  investments  and  through  the  de¬ 
preciation  and  scrapping  of  the  old  capital  stock.  Nonetheless,  by 
1987  real  operating  profits  accounted  for  64  percent  of  accounting 
rates  of  return  and  the  inflation  share  fell  to  36  percent,  versus  46 
and  54  percent,  respectively,  in  the  early  1980s. 

Similarly,  lower  inflation  significantly  reduced  effective  tax  rates  on 
capital  investment.  For  new  investments,  low  expected  inflation 
caused  book  value  depreciation  to  be  closer  to  replacement  cost  de¬ 
preciation,  and  inventory  costs  to  be  closer  to  replacement  cost.  As  a 
result,  the  inflation  tax  on  new  investments  was  significantly  reduced. 
Although  there  is  considerable  controversy  regarding  the  effect  of  in¬ 
flation  on  effective  tax  rates,  according  to  one  model,  the  reduction 
of  inflation  from  13.5  to  4.0  percent  would  have  reduced  the  effec¬ 
tive  tax  on  new  capital  investments  by  one-third,  even  without  any 
change  in  tax  laws.  Also  with  inflation  in  the  4  percent  range,  despite 
increases  in  effective  tax  rates  as  a  result  of  TRA,  the  effective  tax 
rate  on  new  plant  and  equipment  investments  in  1988,  at  41  percent, 
is  still  10  percentage  points  lower  than  in  1980.  Reducing  inflation 
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and  achieving  price  stability,  therefore,  are  as  important  as  tax  laws 
in  keeping  effective  tax  rates  from  rising. 

Business  Confidence:  One  of  the  more  important  factors  explaining 
the  improvement  in  U.S.  growth  and  productivity  may  be  the  in¬ 
crease  in  stability  that  occurred  during  this  expansion.  Reduced  vola¬ 
tility  of  inflation  and  interest  rates  since  the  early  1980s  and  the  ab¬ 
sence  of  a  contraction  for  6  years  has  significantly  improved  business 
confidence,  raising  investment. 

These  improvements  in  stability  and  business  confidence  are  im¬ 
portant  because  most  studies  of  the  determinants  of  investment  have 
found  sales  expectations  to  be  more  important  than  tax  or  relative 
price  effects  in  determining  investment  spending. 

Trends  in  Investment:  In  response  to  the  improved  outlook  and 
heightened  investment  incentives,  real  nonresidential  investment 
spending  has  done  well  in  the  1980s.  Investment  dropped  during  the 
1981-82  recession,  but  between  1981  and  1987  it  averaged  11.8  per¬ 
cent  of  GNP,  which  is  1  percentage  point  above  the  postwar  average. 
Despite  this  increase  in  gross  investment,  the  net  real  capital  stock 
per  worker  gprew  at  only  a  0.5  percent  annual  rate  between  1981  and 
1987.  This  difference  in  rates  of  capital  accumulation  reflects  the  fact 
that,  while  the  gfross  investment  share  of  GNP  has  been  increasing, 
measures  of  net  investment — gross  investment  less  estimated  depre¬ 
ciation — have  been  falling  (Chart  1-9). 

In  terms  of  its  effect  on  productivity,  this  trend  in  net  investment 
and  capital  per  worker  has  been  offset  by  increases  in  the  efficiency 
of  capital,  particularly  in  manufacturing.  Since  1981  real  output  per 
unit  of  capital  has  risen  15  percent,  or  2.3  percent  a  year. 

Despite  the  improvement  in  capital  productivity,  some  observers 
consider  this  trend  in  net  investment  particularly  disturbing  because 
standard  national  accounting  measures  indicate  that  U.S.  investment 
as  a  share  of  GNP  is  smaller  than  that  of  other  nations.  Also,  the 
United  States  spends  a  bigger  share  of  investment  on  consumer  du¬ 
rables  and  housing  than  many  other  nations.  However,  properly 
measured  aggregate  U.S.  investment  is  comparable  with  that  of  most 
other  industrialized  nations  of  the  world.  Concerns  about  the  low 
rate  of  aggregate  saving  and  investment  in  the  United  States  are  ex¬ 
aggerated  by  national  income  and  product  accounts  accounting  con¬ 
ventions.  If  all  expenditures  that  yield  future  income  or  services  are 
counted  as  investment — including  consumer  durables,  education,  re¬ 
search  and  development,  and  military  capital — then  U.S.  investment 
and  saving  as  a  share  of  GNP  roughly  equal  those  of  most  major  in¬ 
dustrialized  nations  of  the  world.  The  U.S.  saving  and  investment 
shares  on  this  basis  are  still  significantly  lower  than  Japan’s,  but  be¬ 
cause  per  capita  income  is  higher  than  in  Japan,  investment  per 
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Chart  1-9 


Gross  and  Net  Investment  Shares  of  GNP 


Percent  of  real  GNP 


Source:  Department  of  Commerce. 

capita  in  the  United  States  is  not  sig^nificsuitly  lower  than  Japan’s 
when  investment  is  measured  more  comprehensively  than  in  the  na¬ 
tional  income  and  product  accounts. 

The  composition  of  U.S.  investment  and  the  slower  U.S.  rates  of 
investment  in  plant  and  equipment  relative  to  other  countries  result 
partly  from  the  high  levels  of  U.S.  nonresitlentud  private  capital  rela¬ 
tive  to  other  nations  in  the  postwar  era.  The  United  States  coidd 
afford  to  invest  more  in  consumer  durables  because  of  ks  high  ratios 
of  capital  to  labor  and  associated  lugh  levels  of  GNP  per  capita. 
Japan  and  the  other  industrialized  nations,  on  the  other  hand,  had 
'  powerful  incentives  to  invest  and  rebuild  their  capital  stocks.  As  they 
approach  U.S.  levels,  however,  their  investment  paths  may  more 
closely  resemble  the  U.S.  path.  In  the  pre-war  era  the  United  States 
had  high  investment  rates  relative  to  the  rest  of  the  world. 

The  U.S.  investment  pattern,  however,  may  also  stem  from  the  bias 
in  the  Tax  Code  toward  investments  in  housing  and  consumer  dura¬ 
bles.  Also,  higher  levels  of  government  infrastructure  in  the  United 
States  than  in  other  countries  allowed  government  investment  to  slip 
in  the  1970s  and  1980s.  Now  that  other  countries  have  closed  most 


62 


of  the  gap  and  the  United  States  is  running  a  persistent  trade  and 
saving-investment  deficit,  it  may  be  time  to  take  steps  to  reallocate 
the  investment  mix  and  raise  the  level  of  U.S.  nonresidential  business 
investment  or  accept  a  lower  rate  of  growth  in  the  standard  of  living 
than  in  competing  countries. 

Accompanying  the  high  levels  of  investment  in  residential  struc¬ 
tures  and  consumer  durables  is  the  declining  trend  in  net  nonresi¬ 
dential  fixed  investment  (Chart  1-9).  While  gross  nonresidential  in¬ 
vestment  as  a  share  of  GNP  has  risen  in  the  1980s  relative  to  the 
1970s,  net  nonresidential  fixed  investment  has  declined  as  a  share  of 
GNP.  These  divergent  trends  result  partly  from  tax  incentives  and 
may  also  be  examples  of  problems  in  measuring  depreciation. 

The  reason  for  the  divergence  between  the  trends  in  gross  and  net 
investment  as  a  share  of  GNP  is  a  shift  in  the  mix  of  assets.  Invest¬ 
ment  has  shifted  toward  shorter  lived  assets,  and  the  measured  rate 
of  depreciation  on  the  capital  stock  has  increased.  The  implication  is 
that  either  the  mix  of  investment  must  change  or  gross  investment 
must  increase  even  faster  if  the  growth  rate  of  net  investment  is  to 
rise. 

Technological  change  and  a  Tax  Code  that  favored  investment  in 
equipment  over  structures  has  caused  private  nonresidential  invest¬ 
ment  to  shift  away  from  long-lived  structures  toward  shorter  lived 
equipment.  In  1960,  48  percent  of  investment  was  in  structures  and 
52  percent  in  equipment;  by  1987  these  proportions  were  28  and  72 
percent,  respectively.  The  shift  to  equipment  was  amplified  by  a  shift 
within  equipment  toward  shorter  lived  computers  and  transportation 
equipment. 

The  Tax  Reform  Act  of  1986  did  much  to  even  effective  tax  rates 
between  equipment  and  structures.  However,  tax  reform  raised  effec¬ 
tive  corporate  tax  rates  on  business  investment  and  removed  the 
preferential  treatment  of  business  capital  g^ins  while  retaining  much 
of  the  advantage  of  investment  in  housing  and  consumer  durables. 
Residential  housing  receives  preferential  treatment,  because  imputed 
returns  are  not  taxed,  interest  and  property  tax  payments  are  gener¬ 
ally  tax  deductible,  capital  gains  can  be  rolled  over  into  a  residence 
of  equal  or  greater  value,  and,  with  the  one-time  exclusion  of 
$125,000  in  capital  grains  from  the  sale  of  a  principal  residence  for 
those  over  age  55,  the  bulk  of  capital  gains  on  residential  housing  is 
never  taxed.  The  Tax  Reform  Act  of  1986  phased  out  the  deductibil¬ 
ity  of  interest  payments  on  consumer  durables,  but  a  revision  on  the 
use  of  home-equity  loans  in  1987  opened  the  possibility  for  home- 
owners  to  use  deductible  home-equity  loans  to  finance  consumer  du¬ 
rables.  Under  current  law,  deductibility  is  no  longer  limited  to  home 
improvements  or  educational  and  medical  expenses. 
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Although  a  clear  shift  has  appeared  in  the  mix  of  capital  and  some 
of  the  bias  toward  short-lived  investment  has  been  reduced,  at  least 
part  of  the  trend  in  net  investment  may  be  related  to  problems  in 
measuring  depreciation.  The  problems  are  so  severe  that  many  re¬ 
searchers  use  averages  of  net  and  gross  investment  to  approximate 
the  productive  potential  of  capital  stocks.  Gross  investment  may  be 
more  relevant  than  net  investment  in  analyzing  productivity  because 
replacement  investment  embodies  the  latest  technologies.  If  an  aver¬ 
age  of  the  two  measures  were  used  to  measure  investment  share,  no 
clear  trend  would  be  visible  in  its  share  during  the  1980s. 

Unfortunately,  not  much  solid  information  is  available  on  service 
lives  for  different  types  of  capital  assets,  and  much  of  the  data  avail¬ 
able  from  the  Department  of  the  Treasury  seems  to  embody  a  bias 
toward  shorter  service  lives  during  the  postwar  period  that  does  not 
appear  to  be  related  to  technological  change. 

Equally  important  to  the  size  of  the  net  capital  stock  and  net  in¬ 
vestment  are  depreciation  and  retirement  patterns.  Once  again  solid 
empirical  data  on  this  dimension  of  capital  are  lacking.  The  official 
Department  of  Commerce  capital  stock  estimates  are  based  on 
straight-line  depreciation  and  a  pattern  of  discards  that  is  similar  to  a 
normal  distribution.  Straight-line  depreciation  is  generally  not  con¬ 
sistent  with  most  independent  estimates  of  economic  depreciation, 
however,  and  little  empirical  information  is  available  on  the  distribu¬ 
tion  of  discards  around  the  estimates  of  average  service  life.  As  a 
result,  the  Department  of  Commerce  produces  an  alternative  capital 
stock  series  that  uses  a  different  decay  function,  with  slower  deprecia¬ 
tion  in  the  eaiiy  years  and  faster  depreciation  in  the  later  years  of  an 
asset’s  service  life.  This  alternative  method  raises  the  1987  value  of 
the  U.S.  net  capital  stock  for  nonresidential  capital  by  29  percent,  to 
$4.8  trillion.  This  alternative  series  also  shows  a  slowing  of  net  in¬ 
vestment  since  the  mid-1960s,  although  the  relative  growth  rate  dif¬ 
fers,  with  somewhat  slower  growth  before  1973,  from  the  straight- 
line  measure  and  somewhat  faster  growth  afterward. 

Comparisons  of  foreign  and  U.S.  net  investment  are  even  more  dif¬ 
ficult.  According  to  official  estimates  of  depreciation  lives  used  to 
produce  national  capital  stock  estimates,  apparently  similar  kinds  of 
assets  have  significantly  different  durability  across  developed  coun¬ 
tries.  For  example,  official  estimates  indicate  that  machinery  and 
equipment  in  the  Japanese  chemical  industry  last  only  8  years  versus 
3 1  years  in  the  United  Kingdom. 

Increased  Competitiveness:  Increasing  foreign  competition  and  labor 
market  accommodation  were  also  factors  stimulating  increases  in 
output  and  productivity.  Imports’  share  of  U.S.  markets  in  manufac¬ 
turing  increased  from  8.3  percent  in  1981  to  12.9  percent  in  1986. 
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InefHcient  producers  left  the  market.  The  remaining  producers 
closed  plants,  cut  back  on  excess  labor,  invested  in  higher  technology 
equipment,  and  improved  inventory  control  and  other  management 
procedures. 

The  impact  was  particularly  large  in  durable  goods  manufacturing, 
where  imports’  share  of  the  U.S.  market  rose  from  10.7  percent  in 
1981  to  16.8  percent  in  1986.  Durable  goods  productivity  rose  over  5 
percent  per  year  between  1981  and  1987,  compared  with  1.0  percent 
between  1973  and  1981.  In  nondurable  goods,  where  the  imports’ 
share  was  lower  and  growing  more  slowly — increasing  from  5.9  to 
8.0  percent — productivity  growth  was  more  modest. 

Shifts  in  the  Composition  of  Labor:  Manufacturing  benefited  from  im¬ 
provements  in  the  quality  and  quantity  of  labor.  Increasing  competi¬ 
tive  pressure  forced  U.S.  industries  to  conserve  on  inventories,  labor, 
and  capital.  The  labor  force  in  manufacturing  aged  and  gained  expe¬ 
rience.  This  labor  force  also  benehted  from  the  fact  that  manufactur¬ 
ing  had  kept  up  investment  during  the  1970s  and,  although  part  of 
the  investment  was  diverted  to  energy-saving  capital  and  reg^ulation, 
some  embodied  new  technologies.  As  a  result  capital-labor  ratios  in 
manufacturing  in  1987  were  45  percent  higher  than  in  1973  and  the 
effective  capital-labor  ratio  would  probably  show  an  even  larger  in¬ 
crease. 

Work  Effort  and  Marginal  Tax  Rates:  Between  1981  and  1988  the  top 
statutory  personal  Federal  income  tax  rate  was  reduced  from  70  to 
28  percent,  while  the  top  corporate  rate  was  reduced  from  46  to  34 
percent.  Marginal  tax  rates  have  been  cut  across  the  board.  For  ex¬ 
ample,  a  one-eamer  family  of  four  earning  twice  the  median  income 
has  seen  its  marginal  Federal  income  tax  rate  reduced  from  43  to  28 
percent.  A  one-eamer  family  of  four  earning  the  median  income  has 
seen  its  marginal  tax  rate  reduced  from  24  to  15  percent.  Two-eamer 
couples  have  seen  even  larger  cuts  in  their  marginal  tax  rates. 

The  effect  of  cutting  tax  rates  on  incentives  appears  to  have  been 
large.  Although  other  factors  clearly  had  a  hand,  an  explosion  of 
small  business  growth  has  occurred  during  this  economic  expansion. 
Small  businesses  have  accounted  for  a  disproportionate  share  of 
overall  job  growth.  Although  they  accounted  for  only  about  50  per¬ 
cent  of  employment,  between  1982  and  1986  they  accounted  for  64 
percent  of  net  employment  gfrowth.  Proprietors’  income,  which  had 
been  declining  as  a  share  of  personal  income  throughout  the  postwar 
period,  has  turned  around,  rising  from  7.4  to  8.3  percent  of  personal 
income.  The  share  of  taxes  paid  by  the  top  5  percent  of  taxpayers 
increased  from  34.9  percent  in  1981  to  44.3  percent  in  1986. 

Regulation:  Another  boost  to  overall  productivity  has  come  from  the 
deregulatory  process  that  began  in  the  late  1970s.  In  transportation. 
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regulation  has  changed  dramatically.  The  railroad,  bus,  trucking,  and 
airline  industries  have  all  become  more  efficient  as  a  result.  Problems 
in  measuring  productivity  g^ins  in  service  industries  seem  to  have  ob¬ 
scured  the  g^ins  in  these  industries.  Because  all  sectors  of  the  econo¬ 
my,  including  manufacturing,  depend  on  the  transportation  system, 
g^ins  in  this  sector  help  the  overall  economy.  Lower  rates  and  im¬ 
proved  services  have  permitted  U.S.  industry  to  reduce  inventory 
costs  and  adopt  more  efficient  production  techniques.  Overall  sav¬ 
ings  are  estimated  to  be  between  $60  billion  and  $90  billion  per 
year. 

Sector-Specific  Productivity  Improvements:  Manufacturing  has  been  the 
leader  in  improving  U.S.  productivity  growth.  Manufacturing  more 
than  accounted  for  the  improvement  in  total  nonfarm  productivity. 
The  increase  in  manufacturing  productivity  stems  from  the  reduction 
in  inflation  and  instability,  improvements  in  incentives,  increases  in 
competition,  the  aging  of  the  labor  force,  high  capital-labor  ratios, 
and  the  flexibility  of  U.S.  labor  markets. 

There  is  some  indication  that  manufacturing  output  and  productiv¬ 
ity  have  been  overstated  in  the  1970s  and  the  1980s.  Some  observers 
have  pointed  to  this  overstatement  as  evidence  of  deindustrialization, 
noting  that  manufacturing’s  share  of  GNP  may  be  overstated  by  1  or 
2  percentage  points.  Even  if  manufacturing’s  share  were  reduced 
from  22  to  20  percentage  points,  this  lower  figure  is  well  within  the 
range  of  normal  variation  in  its  share  and  just  1  percentage  point 
below  manufacturing’s  postwar  average  GNP  share. 

A  review  of  the  data  also  suggests  that  whatever  revisions  are  made 
to  manufacturing  productivity  data  will  not  revise  away  the  sharp  im¬ 
provement  in  manufacturing  productivity  since  1981.  A  large  share  of 
the  problem — to  the  extent  there  is  one — is  said  to  arise  from  an  ad¬ 
justment  that  lowered  1972  manufacturing  output  and  raised  its 
gfrowth  rate  for  1972-87.  However,  the  largest  impact  of  the  adjust¬ 
ment  on  output  growth  occurred  between  1972  and  1979,  with  little 
impact  on  manufacturing  productivity  growth  after  1979.  Thus  re¬ 
moval  of  the  adjustment  would  make  the  recovery  of  manufacturing 
productivity  growth  after  1981  look  even  stronger  relative  to  the 
1973-81  period.  In  addition,  regardless  of  what  revisions  are  finally 
made  to  the  1973-81  period,  manufacturing  productivity  growth  of 
4.1  percent  in  the  1981-87  period  is  a  significant  increase  relative  to 
the  2.8  percent  gfrowth  in  the  1948-73  period.  Finally,  even  if  the 
level  of  manufacturing  productivity  is  lowered  somewhat,  because 
manufacturing  productivity  is  constructed  separately  from  overall  ac¬ 
tivity,  the  revision  may  simply  lower  manufacturing  productivity  and 
raise  nonmanufacturing  productivity,  leaving  overall  productivity 
growth  unchanged. 
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More  fundamental  problems  exist  with  measured  productivity 
growth  in  nonmanufacturing  industries  than  a  possible  mismeasure- 
ment  between  manufacturing  and  nonmanufacturing.  Although  the 
nonmanufacturing  sector  has  been  growing  rapidly,  contributing 
heavily  to  real  GNP  growth  and  increased  employment,  its  productiv¬ 
ity  record  in  the  1980s  has  been  weak.  The  weakness  is  something  of 
a  puzzle.  As  can  be  seen  in  Table  1-3,  not  all  the  nonmanufacturing 
industries  have  done  poorly.  The  average  growth  rate  in  output  per 
hour  in  farming,  mining,  communication,  utilities,  and  trade  for  the 
past  6  years  has  been  3.8  percent.  However,  this  growth  has  been 
offset  by  slow  measured  growth  in  transportation  and  services  and 
negative  growth  in  construction,  the  finance  sector,  and  government 
enterprises. 


Table  1-3. — Growth  in  Value  Added  per  Hour  Paid,  1948-87 


[Awage  annual  percent  change,  except  as  noted] 


Sector 

1987 

output 

share 

(percent)* 

1948 

to 

1973 

1973 

to 

1981 

1981 

to 

1987 

Goods^oducing; 

1 

|H 

5.2 

Mining 

5.2 

Construction 

-.6 

Manufactur,,-,! 

2.8 

1.3 

4.1 

Durable  manufacturing . 

17.D 

2.4 

1.1 

5.2 

Nondurable  manufacturing . 

10.2 

3.4 

1.7 

2.5 

Serviceiiroducing: 

Tr«t«t>wiUiK>n . 

4.4 

2.3 

.7 

Comni'nicatioo 

3.5 

5.3 

Utilities 

3.4 

1.4 

Trade. 

21.3 

2.4 

Wholesale 

9.4 

3.1 

-.1 

3.5 

Retail 

11.9 

2.4 

.5 

1.8 

Finance,  insurance,  and  reai  estate . 

10.7 

1.4 

-.4 

-.7 

Services 

16.1 

2.2 

.3 

.4 

1.5 

.1 

1.2 

-.9 

BUSINESS . 

100.0 

2.9 

.6 

1.6 

■  Detail  does  not  add  to  total  because  of  rounding. 

Source;  Unpublished  data  from  Department  of  Labor  (Bureau  of  Labor  Statistics). 


Part  of  the  explanation  for  this  divergent  performance  in  produc¬ 
tivity  may  be  that  these  slow  and  negative  growth  sectors  accounted 
for  more  than  65  percent  of  the  job  gfrowth  since  1981.  As  a  result, 
they  have  added  a  disproportionate  share  of  young  and  inexperi¬ 
enced  workers  to  their  labor  force.  Capital-labor  ratios  have  also 
shown  little  gfrowth  in  these  industries,  perhaps  because  of  a  substitu¬ 
tion  of  labor  for  capital. 

Measurement  problems  may  also  continue  to  exist  in  these  rapidly 
expanding  areas.  In  the  services  and  finance  sector — which  accounted 
for  more  than  67  percent  of  total  nonfarm  employment  growth — 
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output  is  extremely  difficult  to  measure.  The  rapid  rates  of  innova¬ 
tion  in  these  industries  make  it  difficult  to  identify  quality  changes  or 
to  separate  pure  price  changes  from  price  changes  arising  from 
changes  in  product  characteristics. 

Slow  growth  in  measured  productivity  in  transportation  is  related 
to  measurement  problems  in  the  airline  industry.  Deregulation  has 
produced  lower  fares  and  increased  passenger  miles  per  employee. 
Most  estimates  indicate  large  net  savings,  yet  productivity  as  meas¬ 
ured  by  value  added  per  hour  worked  appears  to  have  fallen.  This 
clear  contradiction  of  the  evidence  in  airlines  may  be  the  result  of  the 
problem  of  developing  consistent  deflators  during  a  period  when  the 
fare  structure  is  rapidly  changing.  Today  90  percent  of  fares  are  sold 
at  discounts  from  full  fare;  in  1976,  85  percent  of  travelers  paid  the 
listed  full-fare  price. 

Construction  offers  another  example  of  the  problems  of  measure¬ 
ment.  Value  added  per  worker  in  construction  stands  at  the  same 
level  as  in  1948.  This  poor  productivity  performance  seems  difficult 
to  believe  gfiven  the  development  of  prehung  factory-made  doors  and 
windows,  factory-made  trusses,  aluminum  siding,  and  more  sophisti¬ 
cated  construction  equipment.  Understatement  of  construction  activi¬ 
ty  and  inadequate  price  data  have  always  posed  a  problem,  and  it 
may  be  worsening. 

International  Prodtictivity  and  Growth:  A  major  question  that  arises  in 
looking  at  the  productivity  and  growth  exjjerience  in  the  1980s  is 
why  many  of  the  other  industrialized  nations  have  not  seen  the  recov¬ 
ery  in  productivity  growth  and  output  that  the  United  States  has  wit¬ 
nessed.  Part  of  the  reason  probably  lies  in  their  lack  of  labor  market 
flexibility.  Employment,  especiaUy  in  Europe,  has  not  recovered  from 
the  contraction  of  the  early  1980s.  Unemployment  among  the  Orga¬ 
nization  for  Economic  Cooperation  and  Development  (OECD)  na¬ 
tions  of  Europe  is  above  10  percent,  and  mandated  benefits  and  high 
marginal  taxes  make  employers  reluctant  to  innovate  and  expand 
their  businesses. 

Strong  growth  of  output  and  employment  require  flexible  labor 
markets  that  are  free  from  rigidities  and  distortions.  The  flexibility  of 
U.S.  labor  markets  contributed  to  the  strong  performance  of  the  U.S. 
economy.  In  many  countries,  especially  in  Europe,  the  flexibility  of 
labor  markets  has  been  reduced  by  restrictive  work  practices,  exces¬ 
sive  nonwage  labor  costs,  rig^id  work  rules,  generous  unemployment 
insurance  benefits,  and  burdensome  job  security  arrangements.  Such 
distortions,  along  with  high  marginal  tax  rates  in  these  countries,  dis¬ 
courage  job  growth  by  driving  a  wedge  between  wages  paid  and 
wages  received  while  reducing  the  costs  of  remaining  unemployed 
and  reducing  labor  mobility. 


Most  governments,  as  expressed  in  recent  economic  summits  and 
the  OECD,  now  accept  the  importance  of  market  flexibility  and  struc¬ 
tural  adjustment.  This  relatively  new  development  is  attributable  to 
the  positive  experience  of  the  United  States  in  the  1980s. 

Market  incentives  form  the  basis  for  economic  decisionmaking  in 
the  United  States.  For  example,  wage  negotiations  between  workers 
and  Arms  are  voluntary,  free  of  government  intervention,  and  free  to 
take  into  account  special  regional  and  industrial  factors.  The  imposi¬ 
tion  of  government-mandated  benefits  raises  the  cost  of  labor,  there¬ 
by  slowing  the  growth  of  employment  and  raising  unemployment.  As 
a  result  the  young,  inexperienced,  and  lower  productivity  workers, 
whom  mandated  benefits  are  often  intended  to  help,  are  among 
those  who  are  hurt. 

Flexible  markets  ensure  adjustment  to  changing  economic  circum¬ 
stances.  Flexible  markets  also  promote  dynamic  adjustment.  Admit¬ 
tedly  adjustment  can  be  painful  for  some  workers  and  for  some  firms. 
In  the  United  States,  for  example,  during  the  1980s,  the  adjustment 
of  workers  and  manufacturing  firms  in  many  cases  was  especially  dif¬ 
ficult  and  costly.  Some  workers  were  displaced;  the  real  earnings  of 
others  declined,  and  company  profits  fell.  These  difficulties  are  best 
dealt  with  by  firms  and  workers,  however,  not  the  government.  Gov¬ 
ernment  intervention  slows  the  adjustment  process  and  often  does 
not  help  workers  in  any  real  sense,  but  simply  shifts  the  burden  else¬ 
where. 

Although  labor  market  inflexibility  helps  to  explain  the  poorer 
growth  and  employment  experience  abroad,  it  does  not  help  explain 
why  growth  in  other  countries’  productivity  has  not  revived  as  it  has 
in  the  United  States.  The  explanation  may  be  that  a  slowdown  in 
growth  was  inevitable  for  these  countries.  During  most  of  the  post¬ 
war  period  it  was  relatively  easy  to  raise  productivity  through  new  in¬ 
vestments  adapting  U.S.  technology.  As  the  other  nations’  capital 
stocks  and  standards  of  living  have  moved  closer  to  those  of  the 
United  States,  and  as  the  U.S.  technological  advantage  was  reduced, 
the  other  nations’  productivity  growth  has  approached  the  U.S.  rate. 
As  the  British  and  French  found  with  the  Concorde  and  the  Japanese 
with  Beta  videocassette  recorders,  innovation  and  new  products  are 
riskier,  slower,  and  more  expensive  than  imitation. 

Thus  while  other  nations  will  continue  to  benefit  from  the  postwar 
free  trade  and  stabilization  programs  of  the  United  States,  their 
growth  rates  and  levels  of  output  will  likely  converge  toward  U.S. 
rates  and  levels.  Still,  the  United  States  continues  to  have  the  highest 
standard  of  living  of  the  major  industrialized  nations  of  the  world, 
and  U.S.  real  income  per  capita  and  productivity  still  exceed  that  of 
any  of  the  other  major  industrial  countries  (Chart  1-10).  Contrary  to 
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popular  myths,  Japan  still  has  a  way  to  go  to  reach  the  level  of  per 
capita  income  enjoyed  by  the  United  States,  and  its  productivity  is 
only  70  percent  of  U.S.  real  gross  domestic  product  (GDP)  per 
worker.  It  is  clear  that  the  United  States  is  still  the  world’s  economic 
leader.  From  this  position  the  United  States  should  continue  to  strive 
to  provide  the  free  markets  and  stability  that  have  allowed  it  and  the 
other  market  economies  to  succeed  so  well  during  the  postwar 
period. 

Chart  1-10  _  , 

Real  GDP  per  Employed  Person  in  the  Seven 

Summit  Countries,  1967 

1987  dollars 


United  Japan  United  West  France  Italy  Can^a 
States  Kingdom  Germany 

Note. — Data  based  on  purchasing  power  parity  exchange  rates. 

Source:  Unpublished  d^  from  Department  of  Labor. 

SOCIAL  PERFORMANCE 

Although  the  1981-82  recession  was  costly,  the  inflation  that 
plagued  the  1970s  has  been  reduced  dramaticsdly.  The  expansion 
that  followed  brought  strong  job  growth,  growth  in  real  family 
income,  and  increases  in  economic  opportunity. 

The  economic  expansion  has  improved  the  positicm  of  almost  all 
demog^phic  groups.  Real  median  famdy  income  is  up  9.4  percent 
since  1982.  Black  family  income  is  up  10.5  percent,  white  family 
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income  is  up  9.0  percent,  and  Hispanic  family  income  is  up  3.9  per¬ 
cent. 

Families  across  the  distribution  of  income  also  showed  gains.  Be¬ 
tween  1982  and  1987  families  at  the  lowest  fifth  of  the  income  distri¬ 
bution  saw  their  income  grow  at  a  1.4  percent  annual  rate,  while 
those  at  the  top  fifth  saw  theirs  grow  at  a  1.9  percent  annual  rate. 

Tax  reform  will  offset  part  of  the  faster  relative  gfrowth  in  the 
before-tax  money  income  of  those  at  the  upper  end  of  the  distribu¬ 
tion.  Tax  reform  cut  low-income  taxpayers’  Federal  income  taxes  by 
65  percent,  those  in  middle  income  groups  by  between  9  and  10  per¬ 
cent,  and  those  in  upper  income  groups  by  between  1  and  2  percent. 
Tax  reform  eliminated  taxes  for  about  4  million  low-income  taxpay¬ 
ers. 

Economic  expansion  also  helped  to  reduce  poverty.  The  poverty 
rate  has  declined  from  a  postrecession  high  of  15.2  percent  in  1983 
to  13.5  percent  in  1987.  Unfortunately,  the  rising  economic  tide  lifts 
only  those  boats  that  are  in  the  water.  Despite  the  lowest  unemploy¬ 
ment  rate  in  14  years,  the  head  of  the  household  in  more  than  85 
percent  of  all  families  in  poverty  did  not  have  a  year-round,  full-time 
job. 

The  continuing  problem  of  poverty  and  dependency  led  to  the 
Family  Support  Act  of  1988,  which  the  Congress  passed  in  an  at¬ 
tempt  to  increase  individual  responsibility,  training,  and  support  for 
low-income  families.  By  strengthening  provisions  for  child-support 
enforcement,  the  act  requires  fathers  to  take  greater  responsibility  for 
their  children.  By  introducing  work  requirements  for  those  able  to 
work  and  by  extending  employment-related  services,  the  act  is  intend¬ 
ed  to  help  the  poor  to  escape  poverty  and  become  self-supporting. 

The  Job  Training  Partnership  Act  (JTPA)  was  another  step  in  the 
right  direction.  In  contrast  with  the  earlier  Comprehensive  Employ¬ 
ment  Training  Act  (CETA),  where  the  bulk  of  the  funds  went  for 
payments  to  individuals,  JTPA  focuses  on  training.  By  law,  the  block 
grant  program— JTPA’s  largest  program — must  devote  at  least  70 
percent  of  its  funds  to  actual  training  compared  with  less  than  20 
percent  under  CETA.  The  JTPA  provides  training  and  job-finding 
services,  using  a  decentralized  approach.  It  gives  State  and  local  gov¬ 
ernments  the  responsibility  and  discretion  to  work  with  the  private 
sector  to  train  workers  to  meet  local  labor  market  needs. 

These  programs  will  certainly  help,  but  much  needs  to  be  learned 
about  incentives  and  dependency.  For  this  reason,  the  Administration 
has  assisted  several  States  in  undertaking  welfare  reforms  designed  at 
the  local  level,  and  has  encouraged  these  States  to  employ  random¬ 
ized  assignment  for  the  purpose  of  subsequent  evaluation.  If  the 
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Nation  is  to  leam  about  the  complex  processes  that  determine  de¬ 
pendency  and  self-sufficiency,  it  must  provide  the  best  possible  op¬ 
portunity  to  observe  program  effects.  The  object  of  study  is  too  im¬ 
portant  to  view  through  the  veil  of  fundamentally  arbitrary  adjust¬ 
ments  for  pre-selection  and  other  factors.  Certainly,  of  all  the  wel¬ 
fare-related  investments  the  Nation  might  make,  an  investment  in  un¬ 
derstanding  should  rank  high  on  the  list. 

CONCLUSION 

The  lessons  of  the  past  suggest  that  solutions  to  economic  and 
social  problems  should  place  maximum  reliance  on  free  markets. 
Government  has  a  role  in  providing  a  stable  macroeconomic  environ¬ 
ment,  encouraging  free  trade  and  investment,  providing  basic  public 
goods  and  a  social  safety  net,  but  lasting  solutions  are  achieved  when 
private  incentives  encourage  private  solutions. 

Subsequent  chapters  of  this  Report  expound  on  this  general  theme 
and  the  major  functions  that  contribute  to  economic  growth.  Chapter 
2  traces  the  role  of  fiscal  policy  in  the  20th  century,  and  especially 
the  postwar  period,  in  stimulating  growth.  Chapter  3  examines  the 
role  of  international  financial  markets,  capital  movements,  the  inter¬ 
national  debt  problem,  and  the  role  of  international  financial  institu¬ 
tions  in  providing  a  framework  for  growth.  Chapter  4  documents  the 
significant  reduction  in  trade  barriers  in  the  postwar  period  and  the 
major  contribution  to  growth  that  resulted.  Regulatory  issues  and 
their  relationship  to  long-term  growth  are  explored  in  Chapter  5. 
Chapter  6  discusses  the  role  of  science  and  technology  in  increasing 
productivity,  which  underlies  so  much  of  the  Nation’s  increased  pros¬ 
perity.  Chapter  7  reviews  the  accomplishments  of  the  present  expan¬ 
sion  and  presents  the  Administration’s  economic  forecast. 
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CHAPTER  2 

Fiscal  Policy  and  Economic  Expansion 

SOON  AFTER  WORLD  WAR  II  ended,  the  United  States  started 
to  put  its  economic  house  in  order.  The  Federal  Government  com¬ 
mitted  itself  in  the  Employment  Act  of  1946  to  achieve  for  the 
Nation  maximum  levels  of  income,  employment,  and  purchasing 
power.  During  the  1970s,  however,  the  goals  of  the  Employment  Act 
eluded  the  Nation.  Reduced  real  income,  widespread  and  persistent 
unemployment,  and  the  dollar’s  eroded  purchasing  power  plagued 
the  country.  During  the  1960s  and  1970s  attempts  were  made  to  use 
discretionary  change  in  fiscal  policy  to  stabilize  the  economy  over 
short  periods.  By  concentrating  on  the  incentives  created  by  Federal 
tax  (>olicy,  this  Administration  redefined  fiscal  policy.  The  subse¬ 
quent  revitalization  of  the  U.S.  economy  not  only  advanced  the 
Nation  toward  meeting  the  goals  of  the  1946  commitment,  but  also 
led  to  a  worldwide  revolution  in  fiscal  policy. 

This  Administration  has  pursued  fiscal  policy  as  part  of  a  compre¬ 
hensive  program  to  reduce  the  role  of  the  Federal  Government  in 
the  economy  and  expand  the  role  of  the  private  sector  in  economic 
decisionmaking.  The  Federal  tax  system  has  been  restructured  by  re¬ 
ducing  marginal  tax  rates,  indexing  personal  income  tax  brackets, 
and  strengthening  incentives  for  private  capital  formation.  Federal 
Government  expenditures  have  been  subject  to  new  controls  to 
reduce  both  their  rate  of  growth  and  the  Federal  budget  deficit. 

These  policies  have  contributed  to  the  longest  peacetime  expan¬ 
sion  on  record.  During  this  expansion  real  gross  national  product 
(GNP)  has  increased  27  percent,  and  real  per  capita  disposable 
income  has  increased  17  percent.  Since  November  1982  the  economy 
has  expanded,  creating  almost  19  million  new  nonfarm  jobs  and  im¬ 
proving  employment  opportunities.  Furthermore,  inflation  has  been 
reduced  to  nearly  one-third  of  its  1980  level.  During  the  past  8  years 
the  goals  of  the  Employment  Act  of  1946  have  been  pursued  through 
policies  that  have  encouraged  sustained  economic  growth,  job  cre¬ 
ation,  and  reduced  inflation. 

For  much  of  the  postwar  era  fiscal  policy  emphasized  discretionary 
changes  in  tax  rates  and  Federal  expenditures  designed  to  regulate 
aggregate  demand  in  ways  that  compensate  for  fluctuations  in  private 
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spending.  It  is  now  widely  recognized,  however,  that  the  ability  of  the 
government  to  design  and  implement  successful  countercyclical  fiscal 
policies  is  limited  even  though  changes  in  tax  and  expenditure  poli¬ 
cies  do  have  the  potential  to  influence  aggregate  demand  and  real 
GNP.  Government  expenditure  and  tax  policies  are  determined 
through  the  political  process,  which  inevitably  means  that  attempts  to 
adjust  aggregate  demand  to  stabilize  the  economy  are  constrained. 
As  Chapter  1  explains,  variable  and  sometimes  long  delays  occur  in 
implementing  discretionary  changes  in  fiscal  policy  that  limit  their  ef¬ 
fectiveness  in  achieving  timely  adjustments  in  aggregate  demand.  In¬ 
creased  understanding  of  the  effects  of  anticipations,  such  as  expecta¬ 
tions  of  changes  in  tax  rates,  on  the  timing  of  responses  to  fiscal 
policy  has  further  increased  doubts  about  the  stabilizing  properties  of 
countercyclical  fiscal  policy. 

The  Federal  budget  has  been  in  deficit  throughout  most  of  the 
postwar  era  and  consistendy  since  1970.  Since  1946  Federal  revenues 
have  rarely  exceeded  20  percent  of  GNP.  However,  since  1970  the 
trend  in  the  rate  of  growth  of  Federal  Government  expenditures  has 
exceeded  the  trend  in  the  rate  of  growth  of  tax  revenues.  While  the 
political  process  has  kept  Federal  Government  revenues  within  a 
narrow  range,  fluctuaUng  around  20  percent  of  GNP,  the  same  proc¬ 
ess  has  also  allowed  Federal  expenditures  to  expand  as  Federal  enti- 
dement  programs  grew.  Persistent  budget  deficits  are  the  result. 

Since  fiscal  1985  this  Administradon  has  been  able  to  reduce  Fed¬ 
eral  oudays  and  the  Federal  deficit  as  a  |>ercent  of  GNP.  However, 
further  controls  on  Federal  Government  spending  are  necessary  to 
reduce  the  deficit  and  redress  imbalances  between  investment  and 
domesdc  saving.  Unfortunately,  the  growth  in  spending  has  not  been 
used  for  government  nondefense  investment,  which  has  stagnated 
since  1970  as  a  percent  of  GNP.  The  Federal  Government  has  in¬ 
creasingly  been  borrowing  to  finance  transfer  programs  and  other 
progp:3ms  that  fund  consumption.  The  growth  of  Federal  borrowing, 
combined  with  a  lower  net  private  saving  rate  in  the  United  States 
since  1980,  has  given  greater  impetus  to  reduce  government  spend¬ 
ing  on  consumption.  Over  the  long  run,  fiscal  policies  can  encourage 
private  capital  formation  through  low  marginal  tax  rates.  The  tax  in¬ 
centives  of  the  1980s  have  encouraged  private  investment.  Foreign 
saving  has  financed  much  of  that  investment.  Further  reductions  in 
the  gfrowth  of  Federal  spending  are  necessary  to  encourage  increased 
national  saving  and  to  reduce  U.S.  reliance  on  foreign  saving  to  fi¬ 
nance  domestic  investment. 

This  chapter  examines  the  evolution  of  fiscal  policy  in  the  postwar 
era  and  recent  changes  in  Federal  tax  and  expenditure  policies.  It 
discusses  the  rationale  for  moving  away  from  countercyclical  fiscal 


74 


policies  to  a  fiscal  policy  that  is  primarily  focused  on  the  long-term 
goals  of  improving  incentives  and  increasing  capital  formation.  The 
chapter  examines  postwar  changes  in  the  structure  of  Federal  Gov¬ 
ernment  spending  and  their  effect  on  institutions,  incentives,  and 
capital  formation,  and  reviews  tax  policy  over  the  past  8  years  and  its 
influence  on  the  economy.  Finally,  the  chapter  explores  the  Federal 
budget  deficit  within  the  context  of  an  overall  fiscal  policy  designed 
to  encourage  sustained  economic  growth  over  the  long  term. 

THE  EVOLUTION  OF  nSCAL  POUCY  IN  THE  POSTWAR  ERA 

Throughout  much  of  the  postwar  era  successive  Administrations 
have  attempted  to  stabilize  the  economy  through  temporary  changes 
in  Federal  Government  expenditure  and  tax  policies.  Yet  great  uncer¬ 
tainty  has  attended  the  timing  and  magnitude  of  the  effects  of  discre¬ 
tionary  fiscal  policy  on  the  performance  of  the  economy.  Forecasting 
the  fluctuations  of  the  economy  is  difficult  and  imprecise.  It  is  rarely 
possible  to  know  in  advance  when  a  recession  will  occur  or  when  the 
economy  will  be  subject  to  increased  inflationary  pressures.  The  in¬ 
formation  necessary  to  prevent  a  recession  or  control  an  expansion 
through  fiscal  policy  may  be  impossible  to  obtain.  Because  of  the  un¬ 
certainties  involved,  attempts  to  use  fiscal  policy  to  fine-tune  the 
economy  can  be  procyclical  rather  than  countercyclical. 

Discretionary  changes  in  fiscal  policy  during  the  postwar  era  have 
often  taken  place  at  the  same  time  as  changes  in  monetary  policy. 
Most  major  fiscal  policy  initiatives  were  announced  well  before  their 
actual  implementation,  virtually  inviting  anticipations  of  their  eventu¬ 
al  passage.  Both  the  simultaneity  of  monetary  and  fiscal  changes  and 
the  effect  of  fiscal  policy  proposals  on  expectations  complicate  the 
problem  of  measuring  the  timing  and  magnitude  of  their  effects. 

Lags  between  the  proposal  of  a  discretionary  change  in  fiscal  policy 
and  its  enactment  vary  considerably.  For  example,  a  13-month  lag  oc¬ 
curred  between  the  initial  proposal  of  the  tax  cut  of  1964  and  its  pas¬ 
sage.  The  Tax  Reduction  Act  of  1975,  however,  was  enacted  after 
only  a  2-month  lag.  The  success  of  fiscal  policy  in  stabilizing  the 
economy  can  be  sheer  luck.  Major  tax  cuts  that  result  from  broad  po¬ 
litical  pressures  for  tax  relief  have  sometimes  been  fortuitously  timed 
and  have  helped  to  speed  an  economic  recovery.  For  example,  the 
Congress  imposed  a  major  tax  cut  in  the  Revenue  Act  of  1948  over 
President  Truman’s  veto;  the  cut  moderated  the  recession  of  1948- 
49,  which  beg^n  7  months  after  the  act  became  law. 

Even  if  changes  in  fiscal  policy  are  correctly  timed,  they  can  be  in¬ 
effective  in  stabilizing  the  economy.  For  example,  the  temporary 
income  tax  surcharge  enacted  in  June  1968  failed  to  dampen  con- 
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sumer  spending.  Consumers  responded  by  reducing  personal  saving, 
rendering  negligible  the  impact  of  the  tax  surcharge  in  reducing  in¬ 
flationary  pressures  in  the  economy. 

Some  economists  argue  that  tax  cuts  designed  to  increase  aggre¬ 
gate  demand  with  an  unchanged  level  of  Federal  Government  ex¬ 
penditures  can  result  in  an  equal  increase  in  saving.  Empirical  evi¬ 
dence  indicates  that  much  of  a  tax  cut  can  end  up  as  increased 
saving,  although  consumption  is  generally  increased  also.  Changes  in 
personal  income  tax  rates  in  1964  were  largely  offset  by  increased 
private  saving  although  lower  tax  rates  did  provide  improved  incen¬ 
tives.  Similarly,  in  1975  a  tax  rebate  of  up  to  $200  per  family  appears 
to  have  gone  initially  into  private  saving  rather  than  consumption.  In 
addition,  stimulative  fiscal  policies  are  often  said  to  put  upward  pres¬ 
sure  on  real  interest  rates  and  adversely  affect  private  investment. 

The  effect  of  countercyclical  fiscal  policies  combined  with  mone¬ 
tary  policy  on  the  price  level  is  also  a  matter  of  concern.  From  1960 
to  1982,  as  described  in  Chapter  1,  a  higher  price  level  and  a  higher 
rate  of  inflation  followed  after  each  trough  of  the  business  cycle. 
Fiscal  and  monetary  policies  should  encourage  steady  economic  ex¬ 
pansion  without  contributing  to  inflationary  expectations. 

To  a  large  degree  Federal  expenditures  and  receipts  automatically 
adjust  to  cyclical  fluctuations  in  real  GNP.  Built  into  the  Federal 
budget  are  automatic  stabilizers  (such  as  unemployment  insurance 
benefits  and  payroll  tax  collections  that  vary  with  the  rate  of  unem¬ 
ployment  and  a  progressive  rate  schedule  for  income  taxation)  that 
act  to  maintain  aggregate  demand  when  national  income  falls.  Simi¬ 
larly,  reductions  in  some  components  of  government  expenditure 
and  increases  in  tax  collections  under  the  Federal  income  tax  system 
act  to  restrain  aggregate  demand  when  it  is  increasing.  These  auto¬ 
matic  stabilizers  cushion  the  effects  of  cyclical  fluctuations  in  the 
economy  and  make  an  important  contribution  to  moderating  reces¬ 
sions  and  controlling  upward  pressure  on  the  price  level. 

The  success  of  a  countercyclical  discretionary  Federal  fiscal  policy 
designed  to  fine-tune  the  economy  is  difficult  to  measure.  Because 
changes  in  fiscal  {>olicy  frequently  occur  at  the  same  time  as  changes 
in  monetary  policy  and  other  changes  in  the  economy,  it  is  difficult 
to  isolate  the  separate  influence  of  fiscal  changes  on  the  economy. 
Uncertainties,  difficulties  in  forecasting,  and  variable  lags  in  imple¬ 
menting  discretionary  fiscal  policies  complicate  the  measurement  of 
the  price  and  output  effects  of  fiscal  policy. 

During  the  postwar  period  the  Federal  Reserve  System  and  some 
administrations  have  attempted  to  coordinate  monetary  and  fiscal 
policies  to  stabilize  the  economy.  Despite  the  good  intentions  of  pol¬ 
icymakers,  sometimes  monetary  policy  has  acted  to  fhistrate  the  goals 
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of  discretionary  fiscal  policy,  and  the  combination  of  the  two  policies 
has  destabilized  the  economy.  For  example,  the  Revenue  and  Ex¬ 
penditure  Control  Act  of  1968,  enacted  1 1  months  after  it  had  been 
proposed,  was  designed  as  an  anti-inflationary  tax  surcharge.  Yet 
saving  fell  and  the  surcharge  failed  to  reduce  consumption.  Given  the 
uncertainty  of  the  macroeconomic  situation  at  the  time,  however,  the 
tax  surcharge,  and  the  accompanying  Federal  expenditure  ceiling 
raised  concerns  about  a  recession.  To  reduce  that  likelihood,  the 
Federal  Reserve  allowed  the  money  stock  to  expand  rapidly.  In  this 
case,  monetary  action  proved  more  powerful  than  the  fiscal  re¬ 
straints.  The  economy  continued  to  boom  and  later  to  inflate.  The 
expansion  in  the  money  supply  fueled  inflation  and  inflationary  ex¬ 
pectations.  In  1969  the  Federal  Reserve  reversed  course  abruptly,  re¬ 
ducing  the  rate  of  monetary  expansion.  The  reduction  in  the  rate  of 
monetary  expansion  contributed  to  the  recession  of  1970. 

In  the  1970s  fiscal  policies  designed  to  trade  inflation  for  employ¬ 
ment  contributed  to  increasing  inflation  without  decreasing  unem¬ 
ployment.  Monetary  growth  in  the  1970s  set  the  economy  on  an  in¬ 
flationary  course.  Inflation  contributed  to  higher  effective  marginal 
tax  rates  on  real  personal  and  corporate  income  in  the  1970s,  thus 
offsetting  the  effects  of  tax  cuts  and  investment  tax  credits  enacted  at 
the  time.  Expansionary  fiscal  policies  embodied  in  the  Tax  Reduction 
and  Simplification  Act  of  1977  and  the  Revenue  Act  of  1978  were 
designed  to  increase  employment,  but  they  probably  added  upward 
pressure  to  the  price  level. 

Elxcessive  fiscal  and  monetary  expansion  during  the  period  1977- 
78  contributed  to  a  further  increase  in  the  rate  of  inflation  during  the 
period  1979-81  without  producing  a  lasting  decline  in  the  unemploy¬ 
ment  rate.  The  unemployment  rate  was  over  7  percent  in  1981  while 
inflation  exceeded  9  percent,  measured  by  the  annual  percent  change 
in  the  GNP  implicit  price  deflator. 

Discretionary  fiscal  policies  designed  to  stabilize  the  economy  in 
the  postwar  era  have  as  often  destabilized  the  economy  as  contribut¬ 
ed  to  stabilization.  Recognizing  its  limitations,  this  Administration 
has  used  fiscal  policy  as  a  long-term  tool  for  achieving  sustained  eco¬ 
nomic  growth.  Fiscal  policy  can  stimulate  growth  by  controlling  Fed¬ 
eral  spending  and  redirecting  it  toward  government  investment  pro¬ 
grams,  and  can  encourage  capital  formation  and  labor  force  partici¬ 
pation  by  lowering  marginal  tax  rates  to  improve  incentives  for  work 
and  investment.  A  cornerstone  of  such  a  policy  is  tax  incentives  to 
increase  net  private  investment.  Reduction  of  effective  tax  rates  on 
capital  income  stimulates  investment.  Tax  policies  have  encouraged 
investment  and  have  been  effective  in  increasing  net  investment  in 
the  United  States  since  1981. 
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THE  GROWTH  OF  GOVERNMENT  EXPENDITURES  AND 
REVENUES 


An  appropriate  long-term  fiscal  policy  concentrates  on  adjusting 
the  path  of  government  expenditures  and  the  tax  structure  to  achieve 
efficient  use  of  resources  and  the  goals  of  the  Employment  Act  of 
1946.  The  constraints  on  such  a  policy  can  be  best  understood 
through  examining  the  postwar  g^’o^th  of  government  and  how  Fed¬ 
eral  revenues  have  varied  as  a  percent  of  GNP  since  1947.  The  post¬ 
war  era  has  experienced  growth  in  spending  at  all  levels  of  govern¬ 
ment.  Chart  2-1  shows  the  upward  trend  in  both  total  and  Federal 
Government  spending  as  a  percent  of  GNP. 


Chart  2-1 

All  Government  and  Federal  Expenditures  as  Percent  of  GNP 
Percent  of  GNP 


Note.— Data  are  on  a  national  income  and  product  accounts  tiasis. 
Source:  Department  of  Commerce. 


The  postwar  growth  of  government  reflects  increased  demands  for 
government  goods  and  services  and  increased  Federal  commitment 
to  provide  income  support  and  subsidized  services  for  such  groups  as 
the  elderly,  farmers,  veterans,  and  the  poor.  Transfers  to  individuals 
increased  from  25.8  percent  of  government  expenditures  at  all  levels 
in  1947  to  a  peak  of  35.9  percent  of  expenditures  in  1983. 
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Federal  Government  expenditures  nearly  doubled  from  13.1  per¬ 
cent  of  GNP  in  1947  to  a  peak  of  24.7  percent  of  GNP  in  1982.  Since 
1982  the  share  of  GNP  devoted  to  Federal  expenditure  has  declined, 
falling  to  23.7  percent  of  GNP  in  1987. 

State  and  local  government  spending,  excluding  Federal  gprants-in- 
aid,  has  grown  more  rapidly  than  Federal  spending  in  the  postwar 
period.  The  percent  of  GNP  absorbed  by  State  and  local  expenditure 
of  nongrant  funds  has  increased  more  than  twofold.  Government  ex¬ 
penditures  at  all  levels  have  increased  from  18.5  percent  of  GNP  in 

1947  to  a  peak  of  35.1  percent  of  GNP  in  1982. 

Chart  2-2  shows  how  Federal  expenditures  and  receipts  have 
varied  as  a  percent  of  GNP  on  a  fiscal  year  basis  from  1947  to  the 
present.  From  1947  to  1969  Federal  Government  expenditures  fluc¬ 
tuated  from  a  low  of  12.8  percent  of  GNP  to  a  high  of  20.9  percent. 
From  1970  to  1983  Fedend  expenditures  rose  from  20.1  percent  of 
GNP  to  25.1  percent.  The  same  period  was  associated  with  increased 
Federal  commitment  to  programs  that  involved  direct  benefit  pay¬ 
ments  to  individuals  that  mainly  finance  consumption. 

Federal  receipts  have  fluctuated  between  17.5  percent  and  20.9 
percent  of  GNP  since  1951.  Over  the  entire  postwar  period  Federal 
receipts  have  averaged  18.9  percent  of  GNP. 

In  practice  the  upper  bound  to  Federal  receipts  in  the  postwar  era 
has  been  about  20  percent  of  GNP.  In  many  instances  in  the  postwar 
era,  tax  relief  legislation  has  followed  when  Federal  revenues,  as  a 
percent  of  GNP,  have  been  at  the  up(>er  bound  of  20  percent.  For 
example,  in  1947  Federal  receipts  were  19.7  percent  of  GNP.  The 
Revenue  Act  of  1948  became  law  in  April  1948.  When  combined 
with  the  fiscal  effects  of  the  1948-49  recession,  the  Revenue  Act  of 

1948  contributed  to  reduce  Federal  receipts  to  only  15.4  percent  of 
GNP  in  1949.  This  was  the  postwar  low.  The  Congress  passed  the 
Tax  Reduction  and  Revenue  Adjustment  Acts  of  1975  after  Federal 
receipts  again  rose  near  20  percent  of  GNP  in  1974.  It  reduced  taxes 
in  1977  (Tax  Reduction  and  Simplification  Act  of  1977)  and  again  in 
1978  (Revenue  Act  of  1978),  when  Federal  receipts  were  19.5  per¬ 
cent  of  GNP.  While  reducing  average  tax  rates,  however,  these  tax 
reductions  of  the  1970s  failed  to  reduce  personal  statutory  marginal 
tax  rates. 

In  1979,  Federal  receipts  as  a  percent  of  GNP  rose  above  20  i>er- 
cent  of  GNP.  The  Economic  Recovery  Tax  Act  of  1981  (ERTA)  pro¬ 
vided  a  major  tax  cut  designed  to  encourage  long-term  economic  ex¬ 
pansion.  Federal  tax  revenues  fell  from  20.9  percent  of  GNP  in  1981 
to  19.3  percent  of  GNP  in  1984.  By  1987,  gfrowth  in  the  economy 
raised  Federal  revenues  to  20.3  percent  of  GNP.  Federal  revenues 
are  expected  to  be  20.2  percent  of  GNP  in  1988. 
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Chart  2-2 


Federal  Receipts  and  Expenditures  as  Percent  of  GNP 

Percent  of  GNP 


1947  1952  1957  1962  1967  1972  1977  1982  1987 

Fiscal  Years 


Note. — Data  are  ort  a  national  income  and  product  accounts  basis. 
Source:  Department  of  Commerce. 


The  discrepancy  between  the  growth  in  receipts  and  the  gp'owth  in 
expenditures  has  implied  a  gp-owing  trend  toward  Federal  budget 
deficits  since  1970,  which  has  made  the  Federal  Government  a  net 
dissaver.  The  deficit  has  resulted  from  a  political  system  that  failed  to 
contain  Federal  outlays  but  kept  Federal  tax  collections  below  21 
percent  of  GNP.  Administration  fiscal  policy  in  the  1980s  has  sought 
to  reduce  Federal  spending  as  a  percent  of  GNP,  while  at  the  same 
time  reforming  the  tax  system  to  improve  efficiency  and  encourage 
capital  formation. 

THE  STRUCTURE  OF  GOVERNMENT  SPENDING 

Government  expenditures  can  influence  the  rate  of  capital  forma¬ 
tion  and  future  living  standards  by  affecting  both  incentives  and  eco¬ 
nomic  institutions.  Subsidy  progpmns  that  distort  incentives  can  ad¬ 
versely  influence  economic  performance  by  affecting  labor  force  par¬ 
ticipation,  work  effort,  and  resource  use.  Similarly,  a  shift  of  govem- 


80 


ment  spending  away  from  investment  can  also  reduce  the  future  cap¬ 
ital  stock  and  living  standards.  Other  things  being  equal,  government 
spending  can  influence  consumption  and  investment  in  any  g^ven 
year.  If  government  expenditure  displaces  investment  purchases,  it 
can  lower  future  living  standards.  Government  spending  also  affects 
resource  demands  and  influences  relative  prices  of  goods  and  serv¬ 
ices.  It  is  therefore  important  to  examine  the  structure  of  govern¬ 
ment  spending  to  see  how  such  spending  affects  both  capital  forma¬ 
tion  and  incentives  to  use  resources  efficiendy  in  the  private  sector. 

Federal  investment  expenditures  include  purchases  of  both  defense 
and  nondefense  equipment  and  structures  and  oudays  for  research 
and  development  activities.  The  Federal  Government  also  finances 
education  and  training  that  could  be  classified  as  investment  in 
human  capital.  From  1963  to  1975,  Federal  oudays  for  physical  in¬ 
vestment,  including  Federal  grants  to  help  State  and  local  govern¬ 
ments  to  finance  capital  investment  and  g^rants  for  research  and  de¬ 
velopment  fell  from  one-third  of  Federal  expenditures  to  less  than  16 
percent.  Chart  2-3  shows  the  trend  in  Federal  investment  as  a  per¬ 
cent  of  GNP.  From  1968  to  1974,  Federal  investment  oudays  fell 
sharply  both  as  a  percent  of  Federal  oudays  and  as  a  percent  of  GNP. 

During  the  1950s  and  early  1960s  the  Federal  Government  in¬ 
creased  nondefense  investment  and  spending  for  research  and  devel¬ 
opment  as  a  percent  of  GNP.  The  government  sector  constructed 
highways,  including  the  Federal  Interstate  Highway  System,  and  in¬ 
vested  heavily  in  educational  structures  and  urban  infrastructure.  The 
Federal  Government  invested  heavily  in  military  weapons  systems 
such  as  B-52  bombers.  Although  essendal  for  national  security,  in¬ 
vestment  in  defense  does  not  direcdy  contribute  to  improved  future 
living  standards  in  the  same  way  as  nondefense  investment. 

From  the  late  1960s  to  the  early  1970s,  Federal  Government  out¬ 
lays  for  capital  investment  and  for  research  and  development  plum¬ 
meted  both  as  a  percent  of  total  outlays  and  as  a  percent  of  GNP.  By 
1982  Federal  outlays  for  investment  as  a  percent  of  GNP  were  60 
percent  of  what  they  had  been  in  the  1960s.  The  fall  in  the  invest¬ 
ment  share  of  Federal  spending  is  a  matter  for  concern  because  it 
can  adversely  affect  the  productivity  of  inputs  in  the  private  sector  as 
discussed  in  Chapter  1. 

Federal  nondefense  physical  investment  and  outlays  for  research 
and  development  account  for  close  to  one-third  of  Federal  invest¬ 
ment  outlays.  Federal  nondefense  investment  as  a  percent  of  GNP 
g^ew  from  1956  to  1966.  After  1966  it  first  fell  and  then  stagnated 
through  much  of  the  1970s  and  early  1980s.  The  decline  after  1980 
reflects  in  part  a  shift  of  responsibility  for  such  expenditures  to  State 
and  local  governments  as  real  Federal  g^rants  were  reduced.  Federal 
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Chart  2-3 


Federal  Investment  Outlays  as  Percent  of  GNP 


Percent  of  GNP 


1950  1953  1956  1959  1962  1965  1968  1971  1974  1977  1980  1983  1987 


Fiscal  Years 

Note. — Investment  includes  research  and  development,  physical  capital,  and  the  investment  component 
of  grants-in-aid  to  State  and  local  governments. 

Sources:  Department  of  Commerce  and  Office  of  Management  and  Budget. 


nondefense  investment  rose  modestly  from  1983  to  1986  but  de¬ 
clined  thereafter. 

The  postwar  decline  in  the  relative  importance  of  Federal  invest¬ 
ment  outlays  parallels  an  increase  in  Federal  direct  benefit  payments 
to  individuals.  By  and  large,  these  benefits  constitute  transfer  pay¬ 
ments  that  finance  consumption  by  recipients. 

Chart  2-4  shows  trends  in  five  major  categories  of  postwar  Federal 
Government  spending  as  a  percent  of  total  Federal  outlays.  The  rise  in 
transfer  payments  from  a  postwar  low  of  less  than  15  percent  of 
Federal  expenditures  in  1953  to  a  peak  of  41.7  percent  in  1983 
represents  a  major  redirection  of  Federal  spending  toward  consump¬ 
tion.  The  relatively  high  level  of  transfer  payments  in  the  early 
postwar  period  largely  reflected  the  GI  bill  much  of  which  went  to 
investment  in  human  capital.  Since  1950  the  Federal  Government  has 
expanded  the  level  of  support  under  old-age  survivors  and  disability 
insurance  to  increase  cash  transfers  to  the  elderly  and  others  on 
social  security  pensions.  In  1965  the  Congp'ess  enacted  the  medicaid 
and  medicare  programs  to  assist  the  indigent  and  the  elderly  in  ob¬ 
taining  health  care.  Various  government  subsidy  programs  including 


Federal  Expenditures  by  Type 

Percent  of  total 


1947  1952  1957  1962  1967  1972  1977  1982  1987 


Fiscal  Years 

Note. — Data  are  on  a  national  income  and  product  accounts  basis.  Total  expenditures  includes 
subsidies  less  current  surplus  of  Gk>vemment  enterprises  and  wage  accruals  less  disbursements, 
not  shown  separately. 

Source:  Department  of  Commerce. 


fopd  stamps  and  housing  assistance  also  grew  m  the  1960s  as  did  ex¬ 
penditures  under  the  means-tested  Aid  to  Famihes  with  Dependent 
Children  (AFDC)  program.  These  direct-benefit  programs  provided 
assistance  to  the  aged,  disaMed,  indigent,  and  disadvantaged,  but 
also  cbstorted  choices  of  recipients  and  reduced  work  incentives.  The 
subsidy  programs  encouraged  consumption  of  medical  care  by  reduc¬ 
ing  the  price  to  recipients  of  such  services  below  the  costs  of  provid¬ 
ing  the  services.  The  increase  in  social  security  pensions  induced 
many  eldeily  to  leave  the  labor  force  at  am  eaulier  date  than  they 
would  have  otherwise.  Expenditures  for  meams-tested  assistance  under 
AFDC  and  in-kind  tramsfer  programs  may  have  discouraged  the  poor 
from  seeking  employment  and  job  skills,  thus  contributing  to  w^au'e 
dependency.  Under  this  Administration  the  growth  rate  of  meams- 
tested  subsidies  and  tramsfers  hats  slowed,  while  the  shau-e  of  payments 
going  to  the  most  needy  has  increased. 
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Chart  2-4  shows  that  defense  spending  as  a  percent  of  total  Feder¬ 
al  expenditures  experienced  a  sharp  downward  trend  between  fiscal 
years  1953  and  1978.  By  1978  Federal  defense  purchases  fell  to  a 
postwar  low  of  less  than  24  percent  of  total  expenditures.  Since 
1980,  defense  expenditures  have  risen  somewhat  as  this  Administra¬ 
tion  has  undertaken  a  program  of  investment  to  improve  the  Nation’s 
military  preparedness  and  to  maintain  the  U.S.  role  in  ensuring  inter¬ 
national  political  stability. 

One  achievement  of  this  Administration  has  been  to  reverse  the 
trend  toward  a  declining  share  of  GNP  allocated  to  national  defense. 
From  the  mid-1950s  to  1979,  defense  expenditures  fell  as  a  percent 
of  GNP.  By  fiscal  1978,  defense  expenditures  were  less  than  5  per¬ 
cent  of  GNP  for  the  first  time  since  1950.  Since  1981  the  Administra¬ 
tion  has  emphasized  investing  in  new  defense  capabilities  to  enable 
the  Nation  to  provide  better  for  defense  and  to  meet  international 
commitments.  Defense  spending  has  increased  from  5.4  percent  of 
GNP  in  1981  to  6.5  percent  of  GNP  in  1987.  Defense  spending  as  a 
percent  of  GNP  is,  however,  still  below  the  levels  that  prevailed  from 
1955  to  1965. 

The  most  significant  change  in  the  composition  of  defense  oudays 
since  fiscal  1981  has  been  a  sharp  increase  in  the  ratio  of  investment 
to  noninvestment  outlays.  Defense  investment  consists  of  weapons 
systems  procurement,  military  research  and  development,  and  mili¬ 
tary  construction.  The  ratio  of  investment  to  noninvestment  defense 
oudays  had  declined  from  around  0.75  in  the  early  1960s  to  below 
0.43  in  1976,  but  has  risen  sharply  since  1981  to  more  than  0.70  in 
1987.  The  modemizadon  of  the  Armed  Forces  has  resulted  in  only  a 
modest  increase  in  defense  purchases  as  a  percent  of  total  Federal 
outlays. 

In  summary,  the  postwar  composition  of  government  spending  has 
indisputably  moved  from  defense  and  investment  purchases  to  pro¬ 
grams  that  transfer  income  and  services  to  individuals.  The  effects  of 
these  programs  on  incendves  to  work  and  to  use  resources  efficiendy 
must  continue  to  be  scrudnized  so  that  social  objectives  are  achieved 
in  ways  that  minimize  efficiency  losses  in  resource  use  and  conse¬ 
quent  loss  of  output. 

The  decline  in  Federal  nondefense  investment  could  reduce  future 
living  standards.  Future  administradons  should  consider  expanding 
progrrams  of  nondefense  investment,  including  investment  in  infra¬ 
structure  and  education,  to  improve  future  productivity. 


84 


THE  LONG-RUN  VIEW  OF  nSCAL  POUCY 


Fiscal  policy  over  the  past  8  years  has  sought  to  establish  an  envi¬ 
ronment  for  continued  expansion  of  the  economy’s  long-run  poten¬ 
tial  to  produce  goods  and  services.  Reducing  marginal  tax  rates, 
eliminating  tax  preferences  that  distort  incentives,  and  controlling 
growth  of  government  outlays  can  free  up  resources  to  be  used  more 
efficiently  to  improve  living  standards  in  the  United  States.  Chapter  1 
showed  that  most  economic  groups  have  shared  improvements  in 
living  standards. 

Fiscal  policy  over  the  past  8  years  improved  incentives  to  use  re¬ 
sources  efficiently  in  the  private  sector.  Since  1982  real  GNP  has  in¬ 
creased  at  an  average  annual  rate  of  4.2  percent.  The  expansion  has 
contributed  to  rising  employment  as  a  percent  of  the  population  and 
has  reduced  the  civilian  unemployment  rate  below  5.5  percent.  This 
record  of  expansion  has  occurred  even  as  inflation  has  dropped  to 
nearly  one-third  of  its  1980  rate  and  as  interest  rates  have  fallen  sub¬ 
stantially  since  the  beginning  of  the  decade.  In  contrast  with  earlier 
efforts  to  trade  off  inflation  for  employment,  the  use  of  fiscal  policy 
for  long-term  growth  has  succeeded  in  realizing  high  employment 
with  low  inflation. 

Productivity  in  manufacturing,  measured  from  the  business  cycle 
peak  in  1981,  has  risen  at  a  faster  rate  than  the  postwar  average  and 
2.6  times  the  rate  of  increase  achieved  between  the  business  cycle 
peaks  in  1973  and  1981.  Tax  policies  designed  to  stimulate  private 
investment  have  helped  modernize  the  capital  stock  in  the  manufac¬ 
turing  sector  and  have  probably  contributed  to  this  impressive  record 
of  productivity  growth. 

Taxation  affects  national  well-being  through  its  indirect  effects  on 
private  incentives.  Taxes  result  in  a  reallocation  of  purchasing  power, 
but  they  can  reduce  incentives  to  use  resources  in  the  private  sector 
efficiently.  A  tax  system  that  weighs  heavily  on  income  from  capital 
can  adversely  affect  investment  and  the  future  level  of  income  and 
standard  of  living.  Similarly,  taxes  can  also  distort  the  work-leisure 
choice  and  impair  work  incentives,  thereby  causing  losses  in  efficien¬ 
cy  in  labor  markets. 

A  Federal  budget  that  imposes  high  taxes  on  capital  income  to  fi¬ 
nance  government  consumption  and  private  consumption  through 
transfer  payments  to  individuals  is  likely  to  adversely  affect  capital 
formadon.  Because  taxes  on  capital  income  reduce  the  return  to  in¬ 
vestment,  they  discourage  private  investment.  The  low  economic 
growth  in  the  United  States  from  1973  to  1982  was  in  part  a  result  of 
fiscal  policies  that  distorted  the  efficient  use  of  resources  and  im¬ 
paired  incentives  to  save  and  work.  Changes  in  tax  policy  since  1981 
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have  improved  incentives  to  use  resources  efficiently  in  the  private 
sector  through  lower  statutory  marginal  tax  rates  on  both  personal 
and  corporate  income  and  curbs  on  tax  preferences  that  distort  in¬ 
vestment  choices. 

If  the  1980  tax  law  were  still  in  place  today,  Americans  would 
probably  be  paying  considerably  more  than  20  percent  of  GNP  in 
taxes.  Reduction  in  marginal  tax  rates  and  indexing  of  personal 
income  tax  brackets  for  inflation  have  prevented  the  moderate  infla¬ 
tion  of  the  past  6  years  from  pushing  taxpayers  into  higher  tax  brack¬ 
ets  and  paying  larger  shares  of  their  real  income  in  taxes. 

Despite  the  reductions  in  personal  and  corporate  income  tax  rates, 
average  Federal  receipts  as  a  percent  of  GNP  have  been  higher  in  the 
last  8  years  than  the  average  for  the  1970s.  In  the  1970s  Federal  re¬ 
ceipts  averaged  19.3  percent  of  GNP,  while  from  1981  to  1988  Fed¬ 
eral  receipts  averaged  20.0  percent.  Much  of  the  growth  in  Federal 
receipts  has  resulted  from  economic  expansion.  Increased  payroll  tax 
collections  have  also  increased  Federal  revenue.  This  is  the  result  of 
higher  payroll  tax  rates  and  increases  in  maximum  wages  subject  to 
payroll  taxes. 

Federal  outlays  still  remain  above  Federal  tax  revenue.  This  differ¬ 
ence  requires  that  the  Federal  Government  continue  borrowing  to 
cover  its  budget  deficit.  Further  controls  on  Federal  outlays  to 
reduce  the  Federal  budget  deficit  are  required. 

TAX  POUCY  AND  Tl  S  IMPACT  ON  THE  ECONOMY  IN  THE 

1980s 

The  Congress  has  enacted  two  tax  acts  of  historic  significance 
since  1981:  The  Economic  Recovery  Tax  Act  of  1981  (ERTA)  and 
the  Tax  Reform  Act  of  1986  (TRA).  These  acts  have  resulted  in  a 
fundamental  restructuring  of  income  taxation  in  the  United  States  to 
improve  incentives  to  produce,  save,  and  invest  and  to  encourage 
more  efficient  use  of  resources  in  the  private  sector. 

The  Economic  Recovery  Tax  Act  of  1981  reduced  the  top  marginal 
tax  ra:  c  for  individual  income  from  70  to  50  percent.  It  reduced  mar¬ 
ginal  tax  rates  on  given  levels  of  nominal  income  for  all  tax  brackets 
while  indexing  personal  exemptions,  the  standard  deduction,  and  tax 
brackets  in  1985  to  prevent  bracket  creep.  The  indexation  of  tax 
brackets  was  designed  to  prevent  future  inflation  from  pushing  indi¬ 
viduals  with  no  change  in  real  income  into  higher  tax  brackets. 

The  act  significantly  reduced  the  average  burden  of  taxation  for 
American  families  compared  with  what  it  would  have  been  without  a 
change  in  the  tax  law.  The  tax  reduction  resulted  primarily  from  a  23 
percent  across-the-board  cut  in  marginal  tax  rates.  Another  provision 


of  ERTA  was  a  special  deduction  for  married  couples  desig^ied  to  en¬ 
courage  labor  force  participation  of  both  spouses  by  lowering  the 
marginal  tax  rate  on  earnings  of  the  lower  earning  spouse.  These 
cuts  in  marginal  tax  rates  acted  to  increase  the  incentives  to  woiii  and 
to  invest.  The  act  also  encouraged  household  saving  through  special 
deductions  for  retirement  saving. 

ERTA  significantly  changed  the  treatment  of  capital  expenditures 
to  encourage  private  investment  and  research  and  development.  The 
accelerated  cost  recovery  system  and  an  increase  in  the  investment 
tax  credit  for  some  types  of  equipment  allowed  an  increase  in  the 
real  afier-tax  rate  of  return  for  many  types  of  investment.  The  provi¬ 
sion  to  allow  expensing  of  up  to  $5,000  worth  of  equipment  in  1982 
and  1983  is  likely  to  have  increased  the  return  to  all  types  of  small 
business  investment.  The  Tax  Reform  Act  of  1986  increased  expens¬ 
ing  of  capital  to  $10,000  worth  of  equipment.  Expensing  allows  busi¬ 
nesses  to  deduct  capital  outlays  as  a  current  cost  when  calculating 
taxable  income. 

Changes  in  the  tax  treatment  of  investment  goods  increased  the 
real  rate  of  return  to  investment  in  the  United  States  relative  to  that 
in  foreigpfi  nations  and  partially  offset  the  distortions  resulting  from 
the  high  inflation  of  the  1970s.  ERTA  significantly  reduced  the  effec¬ 
tive  tax  rates  on  all  new  depreciable  assets,  but  was  relatively  more 
favorable  to  investment  in  equipment  and  vehicles  than  to  other 
types  of  investment  goods. 

The  Economic  Recovery  Tax  Act  sought  to  improve  future  living 
standards  by  reducing  the  tax  rates  on  capital  income  and  encourag¬ 
ing  investment.  This  historic  change  in  tax  policy  sought  to  increase 
the  Nation’s  capital  stock. 

Unlike  many  of  the  tax  cuts  of  the  postwar  era,  ERTA  was  de¬ 
signed  as  a  fundamental  restructuring  of  the  tax  system  rather  than 
as  a  temporary  stimulus  to  aggregate  demand.  The  Tax  Equity  and 
Fiscal  Responsibility  Act  of  1982  (TEFRA)  scaled  back  some  of  the 
investment  incentives  of  ERTA  by  adjusting  the  accelerated  cost  re¬ 
covery  system  in  order  to  prevent  cost  recovery  benefits  from  actually 
exceeding  those  of  expensing.  Nevertheless,  the  ERTA-TEFRA  re¬ 
forms  significantly  reduced  the  effective  tax  rate  on  most  invest¬ 
ments.  One  estimate  shows  that  ERTA  sharply  reduced  tax  rates  on 
capital  by  more  than  50  percent,  on  average,  compared  with  effective 
tax  rates  prevailing  in  1980.  Despite  the  TEFRA  changes  that  in¬ 
creased  effective  tax  rates  on  capital  (which  in  some  cases  was  zero 
or  negative),  these  tax  rates  were  still  estimated  in  1982  to  be  consid¬ 
erably  below  the  levels  that  prevailed  in  the  1970s. 

The  Tax  Reform  Act  of  1986  represented  a  broad  overhaul,  prob¬ 
ably  the  most  extensive  in  U.S.  history,  of  the  structure  of  both  the 
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personal  and  corporate  income  tax.  This  act  further  lowered  margin¬ 
al  tax  rates  on  personal  income  and  reduced  the  number  of  tax 
brackets  while  broadening  the  tax  base  to  prevent  significant  loss  of 
tax  revenue.  The  act  eliminated  many  tax  preferences  that  distort 
choices  so  as  to  improve  efficiency  of  resource  use.  The  revenues  ob¬ 
tained  from  reducing  wasteful  tax  preferences  have  allowed  a  reduc¬ 
tion  in  statutory  marginal  tax  rates  for  taxpayers  so  as  to  encourage 
work  effort  and  capital  formation.  The  top  personal  marginal  tax  rate 
effective  in  1988  is  33  percent  for  taxpayers  subject  to  phase-out  pro¬ 
visions  affecting  the  personal  exemptions  and  the  15  percent  bracket. 
However,  the  top  marginal  tax  rate  for  those  in  the  highest  taxable 
income  class  is  limited  to  28  percent. 

The  Tax  Reform  Act  of  1986  also  resulted  in  a  somewhat  higher 
effective  marginal  tax  rate  on  capital  income  because  it  changed  de¬ 
preciation  rules,  the  tax  treatment  of  long-term  capital  gains,  and  re¬ 
pealed  the  investment  tax  credit.  However,  more  uniform  tax  rates 
on  alternative  types  of  investments  also  resulted  from  a  change  in  de¬ 
preciation  rules  designed  to  improve  the  allocation  of  investment. 
Phasing  out  tax  preferences  such  as  the  deduction  of  nonmortgage 
consumer  interest  on  personal  income  tax  returns  was  designed  to 
change  the  allocation  of  private  spending  away  from  consumer  dura¬ 
bles  toward  business  investment. 

By  reducing  personal  and  corp>orate  marginal  tax  rates,  it  has  been 
possible  to  reduce  the  Federal  Government’s  drag  on  both  growth  in 
the  private  sector  and  incentives.  Reduction  in  personal  and  corpo¬ 
rate  income  tax  rates  has  not,  however,  resulted  in  a  decline  in  Fed¬ 
eral  revenues  as  a  percent  of  GNP  because  the  tax  base  has  been 
broadened,  the  economic  expansion  has  increased  income,  payroll 
taxes  have  been  increased,  and  wasteful  tax  preferences  have  been 
eliminated.  Nevertheless,  the  reduction  in  tax  rates  has  served  to 
make  disposable  income  greater  than  it  would  otherwise  have  been, 
thereby  allowing  more  private  consumption  and  saving  while  encour¬ 
aging  private  investment. 

Research  on  the  effects  of  U.S.  personal  tax  rate  reductions  under 
ERTA  indicates  that  changes  in  taxpayer  behavior  that  increased  tax¬ 
able  income  recouped  as  much  as  40  percent  of  the  revenue  loss  that 
would  have  resulted  from  the  tax  rate  cuts.  Some  evidence  on  the  ef¬ 
fects  of  the  ERTA  tax  cuts  indicates  that  the  response  to  the  reduc¬ 
tion  in  marginal  tax  rates  has  been  greatest  for  taxpayers  in  the  high¬ 
est  tax  brackets:  as  a  result  the  share  of  income  tax  paid  by  the  high¬ 
est  income  groups  actually  increased.  Annual  taxes  paid  by  taxpayers 
with  nominal  taxable  incomes  of  $200,000  or  more  increased  by 
nearly  $10  billion  in  1985  relative  to  what  they  would  have  paid  had 
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no  change  in  tax  rates  and  no  macroeconomic  response  to  the 
changes  in  tax  rates  occurred. 

REDUCTION  IN  TYPICAL  FAMILY  TAX  BURDENS  ' 


The  tax  reforms  of  the  1980s  have  prevented  the  Federal  income 
tax  burden  from  increasing  sharply  for  virtually  all  families.  For  ex¬ 
ample,  had  there  been  no  tax  changes  during  the  1980s,  a  married 
couple  with  two  dependent  children  with  a  single  earner  earning  a 
median  income  of  $29,654  in  1987  and  taking  average  itemized  de¬ 
ductions  would  have  paid  $3,840  in  Federal  income  tax.  With  the  re¬ 
duced  tax  rates  this  family’s  Federal  income  tax  liability  in  1987  was 
actually  $2,389.  Such  a  family  pays  38  percent  less  in  personal  taxes 
than  it  would  have  were  the  1980  tax  law  still  in  effect.  The  average 
Federal  tax  rate  for  this  family  in  1987  was  8.1  percent.  Were  the 
1980’s  law  still  in  effect,  this  family  would  pay  an  average  tax  rate  of 
12.9  percent. 

Two-eamer  families  have  enjoyed  even  gjreater  savings.  A  family 
consisting  of  a  married  couple  and  two  dependent  children,  taking 
average  itemized  deductions  and  earning  the  median  income  of 
$38,022  for  two-eamer  families  of  four  in  1987,  enjoyed  a  51  percent 
Federal  tax  cut.  Such  a  family  would  have  paid  $5,009  in  income 
taxes  were  the  1980  law  still  in  effect  in  1987.  The  actual  tax  bill  was 
only  $2,456,  a  tax  cut  of  $2,553.  The  average  tax  rate  for  such  a 
family  would  have  been  13.2  percent  without  tax  changes  since  1980. 
With  the  tax  changes  of  the  1980s  this  family  paid  only  6.5  percent 
of  its  income  in  taxes.  Table  2-1  shows  how  tax  changes  have  affect¬ 
ed  one-  and  two-eamer  families  with  median  income  under  assump¬ 
tions  about  their  average  tax  deductions.  Estimates  for  1988  show 
similar  tax  savings  after  the  provisions  of  TRA  were  fully  in  effect. 


Table  2-1. — Intome  Tax  Reductions:  Current  Law  Versus  1980  Law,  Median  Irwome  Oru- 
Eamer  and  Two-Earner  Families  of  Four 


Year 

Median  income  one^amer 
family  of  four 

Median  income  two-eamer 
family  of  four 

Income 

Taxes  under 

Reduc¬ 

tions 

under 

current 

law' 

Income 

Taxes  under 

Reduc¬ 

tions 

under 

current 

law' 

Current 
tax  law> 

1980 

tax  law 

Current 
tax  law' 

1980 
tax  law 

1980 . 

$20,429 

$2,081 

$2,081 

$0 

$25,669 

$2327 

$2327 

$0 

1981 

21,690 

2,266 

2,295 

29 

27,803 

2,605 

2,648 

43 

1982 . 

22,777 

2,217 

2,487 

29316 

2333 

2,970 

637 

1983 

23,885 

2,183 

2,691 

30,581 

2,150 

3336 

1,086 

1984....„ . 

25,561 

2,295 

3,003 

708 

32,549 

2313 

3,670 

1357 

1985 . 

25,849 

2,284 

3,087 

803 

34,469 

2,541 

4,129 

1,588 

1QM  . 

28,388 

2,591 

3,574 

983 

35336 

2398 

4353 

1,755 

1987 . 

29,654 

2,389 

3,840 

1,451 

38,022 

2,456 

5,009 

2,553 

30,863 

2,626 

4,106 

1,480 

39.572 

_ 

2,737 

5393 

2,656 

>  "Current  tax  taer”  refers  to  ttie  law  in  effect  in  year  shown. 

*  Estimate 

Sources;  Department  of  labor  (median  income  data)  and  Office  of  Manatement  and  Budget. 


The  reductions  in  the  marginal  tax  on  labor  income  encourage 
labor  force  participation  particularly  of  second  earners.  Because  TRA 
reduced  the  difference  between  g^oss  wages  and  net  wages  at  the 
margin,  it  provides  workers  with  an  incentive  to  increase  their  work 
effort. 

The  act  cut  the  average  Federal  tax  rate  paid  by  families  with  an 
annual  income  of  less  than  $10,000  by  more  than  one-half,  and  it  is 
estimated  that  tax  reform  will  reduce  the  number  of  low-income  fam¬ 
ilies  paying  Federal  income  tax  in  1988  by  more  than  4  million. 

TAX  REFORM  AND  CAPITAL  FORMATION 

Under  ERTA,  capital  formation  was  encouraged  through  measures 
to  increase  both  saving  and  investment.  Stimulus  to  saving  came 
from  reductions  in  marginal  tax  rates  and  from  availability  of  individ¬ 
ual  retirement  accounts  for  a  broad  spectrum  of  taxpayers.  Stimulus 
to  investment  came  from  reduction  in  tax  rates,  accelerated  deprecia¬ 
tion,  and  investment  tax  credits.  As  shown  in  Table  2-2,  ERTA  was 
followed  by  an  improvement  in  the  annual  average  growth  rate  of 
U.S.  gross  domestic  investment.  Real  gross  domestic  investment  grew 
at  an  average  annual  rate  of  5.6  percent  from  1980  to  1986  com¬ 
pared  with  an  average  annual  rate  of  only  2.1  percent  from  1965  to 
1980.  Compared  with  other  major  industrial  market  economies  the 
U.S.  improvement  in  investment  is  impressive.  Over  the  same  period 
gross  domestic  investment  in  Japan  g^ew  by  only  3.2  percent  per  year 
on  average.  As  shown  in  Chapter  1,  however,  net  investment  in  the 
United  States  grew  more  slowly  than  gross  investment  because  of  a 
shift  to  shorter  lived  assets  during  this  period. 


Table  2-2. — Growth  of  Real  Gross  Domestic  Investment  in  the  Seven  Summit  Countries,  1965-86 
(Avarate  annual  percent  change] 


Country 

1965  to  1980 

1980  to  1986 

2.1 

5.6 

6.7 

3.2 

1.7 

.1 

3.8 

.2 

1.2 

4.7 

2.5 

1.1 

4.7 

1.6 

Source;  The  Work)  Bank,  miitl  Dimloemel  Owori  19SS. 


The  Economic  Recovery  Tax  Act  contributed  to  a  reduction  in  ef¬ 
fective  rates  of  taxation  of  capital  compared  with  levels  existing  in 
the  1970s.  Taxes  directly  influence  the  cost  of  capital,  which  is  the 
pretax  return  on  a  new  investment  required  to  cover  the  marginal 
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cost  of  the  investment  given  the  market  rate  of  interest,  the  rate  of 
inflation,  and  the  taxes  levied  on  the  income  from  the  investment. 
The  cost  of  capital  has  been  estimated  in  one  study  to  be  higher  in 
the  United  States  than  in  several  foreign  nations.  Although  some 
controversy  surrounds  these  data,  some  estimates  based  on  the  1985 
Tax  Code  suggest  that  the  cost  of  capital  in  the  United  States  has 
been  about  twice  the  cost  of  capital  in  Japan.  The  cost  of  capital  in 
the  United  States  also  exceeded  the  cost  of  capital  in  the  United 
Kingdom,  but  the  estimated  differential  was  not  as  great  as  that  for 
Japan. 

The  average  difierence  between  the  gross  and  net  rate  of  return 
after  taxes  in  the  United  States  has  been  estimated  to  be  more  than  3 
percentage  points.  Because  corporate  investments  financed  with 
equity  in  the  United  States  receive  less  ftivorable  tax  treatment  than 
do  investments  financed  with  debt,  the  taxes  on  equity-financed  in¬ 
vestments  are  higher  than  average.  Hig^  taxes  on  capital  income  do 
contribute  to  the  differential  in  the  cost  of  capiud  between  the 
United  States  and  some  foreign  nations.  Both  the  United  Kingdom 
and  Japan,  for  example,  have  taxed  capital  lighdy.  West  Germany, 
however,  has  taxed  capital  income  relatively  heavily.  The  tax  burden 
on  corporate  equity  capital  in  the  United  States  has  also  been  esti¬ 
mated  to  be  relatively  hig^,  with  the  difference  between  g^oss  return 
and  the  net  return  after  taxes  running  at  5  percentage  points.  Ac¬ 
cording  to  one  estimate,  an  investment  financed  with  equity  that  cost 
7  percent  yielded  only  2  percent  after  taxes  in  the  United  States  in 
the  mid-1980s. 

The  United  States  taxes  caqsital  income  through  the  personal  and 
corporate  income  taxes.  In  addition  it  now  taxes  realized  capital 
gains  and  generally  taxes  all  such  gains  (except  for  those  on  principal 
residences  in  most  cases)  as  ordinary  income.  Reducing  the  tax 
burden  on  capital  income  would  contribute  to  attracting  funds  into 
domestic  capital  formation  in  the  United  States. 

Despite  adjustment  in  the  original  ERTA  rules  in  1982,  the  aa 
represented  a  powerful  incentive  for  investment.  Its  tax  reforms  con¬ 
tributed  to  a  substantial  increase  in  net  fixed  nonresidential  invest¬ 
ment  in  the  first  half  of  the  1980s.  ERTA  also  contributed  to  an  in¬ 
crease  in  the  real  after-tax  net  return  on  aqntal  in  the  nonfinandal 
corporate  sector.  Estimates  indicate  that  ERTA  also  contributed  to 
an  increase  in  the  investment-to-GNP  ratio.  Further,  lower  inflation 
resulting  from  this  Administration’s  economic  policies  also  has  stimu¬ 
lated  investment.  The  ERTA  tax  changes  along  with  reduced  infla¬ 
tion  are  likely  to  have  been  a  major  reason  for  increased  productivity 
growth  in  the  1980s  and  the  improving  competitiveness  of  U.S.  man¬ 
ufacturing  industries  in  international  markets. 
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Under  TRA  the  average  effective  tax  rate  on  capital  increased.  This 
increase  arises  mainly  because  TRA  was  designed  to  finance  the  cut 
in  the  personal  income  tax  burden  with  a  rise  in  the  corporate  tax 
burden.  Despite  its  reduction  in  the  top  statutory  corporate  tax  rate 
from  46  to  34  percent,  TRA’s  other  provisions — such  as  elimination 
of  the  investment  tax  credit  and  changes  in  depreciation  rules — offset 
the  reduction  in  the  tax  rate  and  raised  the  cost  of  capital  on  aver¬ 
age.  Other  things  equal,  the  increase  in  the  marginal  effective  tax 
rate  on  capital  resulting  from  the  new  Tax  Code  will  act  to  reduce 
investment.  The  act’s  other  changes  will  even  out  the  effective  tax 
rates  on  alternative  investfhents,  however,  and  thus  moderate  this 
effect.  The  evening  out  of  tax  rates  on  alternative  investments,  com¬ 
bined  with  elimination  of  tax  deductibility  of  consumer  nonmortg^ge 
interest,  will  provide  incentives  to  allocate  investment  funds  more  ef¬ 
ficiently.  The  economic  effect  of  reduced  investment  due  to  the  in¬ 
crease  in  the  effective  tax  rate  will  therefore  be  offset  at  least  in  part 
by  improved  efficiency  in  investment  choices  as  distortions  in  the  pat¬ 
tern  of  investment  choices  are  reduced. 

Overall,  the  tax  reform  is  likely  to  increase  net  national  product 
after  a  period  of  adjustment.  The  new  tax  law  will  contribute  to  more 
efficient  investment  patterns  by  eliminating  tax  shelters  that  have  en¬ 
couraged  the  purchase  of  assets  for  resale  so  that  new  owners  can 
redepreciate  them. 

Table  2-3  provides  estimates  of  how  TRA  has  influenced  effective 
tax  rates  on  corporate  and  noncorporate  capital  investments  com¬ 
pared  with  prior  law.  The  average  tax  rate  on  investment  has  in¬ 
creased  from  33.3  to  36.5  percent.  The  increase  in  the  tax  rate  on 
investment  has  been  greater  in  the  corporate  sector  than  in  the  non¬ 
corporate  sector.  The  new  law  has  reduced  the  variance  of  effective 
tax  rates  on  alternative  investments  by  more  sharply  increasing  the 
effective  tax  rates  on  investment  in  equipment  relative  to  the  increase 
in  the  effective  tax  rates  on  structures,  including  owner-occupied 
housing.  The  effective  tax  rates  on  land  and  inventories  have  fallen. 

Despite  the  increase  in  the  effective  tax  rate  on  capital  investment 
resulting  from  TRA,  tax  reform  remains  consistent  with  a  fiscal 
policy  that  encourages  capital  formation.  Problems  in  the  taxation  of 
capital  income  remain,  however,  because  depreciation  allowances, 
capital  gains,  and  interest  income  and  expenses  have  not  been  in¬ 
dexed  for  inflation.  Higher  inflation  would  raise  the  effective  tax  rate 
on  capital,  as  it  did  in  the  1970s.  Some  concern  also  remains  about 
the  effects  of  the  increase  in  the  statutory  tax  rate  on  capital  gains  on 
incentives  to  invest  and  to  realize  capital  gains. 

Lack  of  indexation  of  depreciation  allowances,  capital  gains,  and 
interest  will  distort  decisions  by  taxing  nominal  as  opposed  to  real 
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Table  2-3. — Estimated  Average  Effective  Tax  Rate  on  Investment 
[Parcant] 


Tnw  of  asset 

Prior  to  TRA* 

Under  TRA* 

Prior  to  TRA* 

Under  TRA* 

OVERAU  TAX  RATE  ON  INVESTMENT . 

33.3 

36.5 

22.5 

23.7 

Corporate 

Noncorporate 

Eoutiw=»flt . 

10.0 

39.6 

-11.9 

25.4 

Structures: 

Nonresidential . 

34.4 

43.1 

27.8 

31.4 

Residential . 

49.5 

52.5 

38.2 

40.6 

Public  utility . 

32.6 

44.5 

22.1 

33.6 

. 

48.8 

45.8 

33.0 

30.5 

Land: 

Nonresidential . 

5a6 

47.8 

36.1 

33.8 

Residential . 

53.9 

51.4 

41.4 

39.5 

OVERAU  WITHIN  SECTOR . 

38.7 

44.4 

33.2 

33.9 

*  Tn  Raduction  Act  of  1986. 

Sourca:  Dapartmant  of  tlw  Traaaury,  Offica  of  Tax  Analyaia. 


capital  income.  In  an  inflationary  environment,  the  effective  tax  rate 
on  real  capital  g^ins  and  investment  purchases  will  increase,  thereby 
increasing  the  cost  of  capital.  In  an  inflationary  environment  with  no 
indexation  of  nominal  capital  g^ns  or  depreciation  allowances  based 
on  historical  cost,  inflation  biases  an  income  tax  toward  consump¬ 
tion.  To  ensure  continuing  incentives  for  capital  formation,  there¬ 
fore,  inflation  must  continue  to  be  reduced  or  depreciation  allow¬ 
ances  and  capital  g^ns  and  other  inflation-sensitive  income  and  de¬ 
ductions  should  be  indexed. 

In  view  of  the  positive  response  by  upper  income  groups  in  realiz¬ 
ing  more  capital  gains  after  the  ERTA  tax  reductions,  some  concern 
arises  about  the  effects  of  the  increase  in  the  capital  g^ns  tax  rate 
under  TRA  on  tax  revenue  and  investment  incentives.  The  tax  rate 
increase  is  the  largest  applied  to  capital  g^ns  in  the  postwar  era. 
Some  evidence  now  indicates  that  capital  gains  realizations  are  highly 
sensitive  to  tax  rate  changes  and  to  anticipation  of  such  changes. 
High  tax  rates  on  capital  g^ins  tend  to  lock  investors  into  their  port¬ 
folios  because  unrealized  capital  gains  are  not  subject  to  taxation. 

High  tax  rates  on  capital  gains  may  also  have  long-term  implica¬ 
tions  for  capital  formation  and  entrepreneurial  activity.  The  capital 
value  of  a  new  business  typically  rises  as  the  business  succeeds. 
Owners  of  the  business  can  receive  income  in  the  form  of  capital 
gpins  through  sale  of  equities  in  the  business.  Higher  capital  gains 
taxation  can,  therefore,  adversely  affect  the  return  to  entrepreneurial 
activity  over  the  long  run  and  further  reduce  incentives  for  capital 
formation. 


93 

il 


223-796  O  -  1989  -  4  QL  3 


0 


U.S.  TAX  STRUCTURE  AND  THE  NEED  FOR  STABLE  TAX  RATES 

The  tax  reform  movement  has  spread  worldwide.  Spurred  on  by 
the  success  of  tax  reform  in  the  United  States,  many  nations  are  re¬ 
ducing  marginal  tax  rates  and  adjusting  their  tax  systems  to  encour¬ 
age  capital  formation  and  increase  incentives  to  woiii.  Following  the 
lead  of  the  United  States,  most  nations  in  the  Organization  for  Eco¬ 
nomic  Cooperation  and  Development  have  reduced  marginal  income 
tax  rates. 

Other  nations  raise  substantial  revenue  with  national  value-added 
taxes  on  a  base  that  explicidy  excludes  investment  purchases.  The 
heavy  use  of  payroll  taxes,  which  are  not  levied  on  capital  income, 
along  with  consumption-based  value-added  taxes  has  contributed  to 
reduced  tax  burdens  on  capital  per  dollar  of  tax  revenue  in  many  of 
those  nations  reladve  to  the  United  States.  Dividends  in  the  United 
States  remain  subject  to  double  taxation — taxed  as  income  to  corpo¬ 
rations  and  again  as  personal  income  to  the  stockholders.  Most  of  the 
European  Community  members  have  policies  to  relieve  some  of  the 
double  taxation  of  corporate  income.  On  the  other  hand,  most  of 
these  nations  impose  higher  taxes  on  the  use  of  labor. 

The  U.S.  tax  system  still  encourages  investment  in  owner-occupied 
housing.  The  effect  of  TRA  on  investment  in  homeownership  is  diffi¬ 
cult  to  forecast.  The  reduction  of  marginal  tax  rates  and  reduction  of 
the  number  of  itemizers  will  reduce  incentives  for  homeownership. 
Other  provisions  in  the  Tax  Code,  however,  encourage  homeowner¬ 
ship.  For  example,  in  most  cases  capital  gains  from  the  sale  of  a 
home  still  receive  preferential  treatment  as  does  debt  incurred  to  buy 
a  home  relative  to  debt  incurred  to  purchase  other  consumer  dura¬ 
bles.  Interest  on  mortgage  debt  is  largely  tax  deductible  while  inter¬ 
est  on  other  household  loans  is  not.  In  addition,  imputed  rent  on 
owner-occupied  homes  is  not  taxed.  Some  countries  restrict  the  in¬ 
terest  deduction  for  homeownership  and  some  actually  tax  imputed 
rent  from  homeownership.  The  United  States  sdll  has  a  tax  system 
that  distorts  investment  choices  in  frivor  of  homeownership  relative 
to  other  investment  opportunities. 

In  sum,  the  tax  policies  of  the  past  8  years  have  improved  incen¬ 
tives  for  capital  formation  and  efficient  resource  use.  A  consistent 
long-term  fiscal  policy  is  necessary  for  the  incentive  effects  of  tax 
reform  to  bear  fruit.  Stability  in  the  tax  structure  is  needed  to  main¬ 
tain  long-term  incentives  for  capital  formation  and  to  improve  effi¬ 
ciency  in  resource  allocation.  Future  fiscal  policy  must  avoid  raising 
marginal  tax  rates,  which  would  reduce  incentives  for  capital  forma¬ 
tion  and  lower  future  standards  of  living. 
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CONTROLUNG  FEDERAL  OUTLAYS  AND  THE  FEDERAL 
BUDGET  DEFICIT 


During  the  past  8  years  Federal  taxes  as  a  percent  of  GNP  have 
actually  increased  compared  with  average  levels  during  the  1970s, 
while  marginal  and  average  tax  rates  declined.  In  view  of  the  harmful 
effects  of  high  marginal  tax  rates  on  private  capital  formation,  a  goal 
of  this  Administration  has  been  to  reduce  the  Federal  deficit  by  re¬ 
ducing  the  growth  of  Federal  oudays.  In  fiscal  1987,  Federal  outlays 
adjusted  for  inflation  declined  for  the  first  time  in  14  years.  The 
budget  process  must  be  reformed  and  Federal  spending  must  be  re¬ 
strained  to  reduce  the  budget  deficit  further. 

The  Balanced  Budget  and  Emergency  Deficit  Control  Act  of  1985, 
as  amended  in  1987  (the  Gramm-Rudman-Hollings  Act)  calls  for  a 
balanced  Federal  budget  by  1993.  The  Gramm-Rudman-Hollings  Act 
provides  a  framework  for  reducing  the  budget  deficit  through  seques¬ 
tration  of  funds  when  the  budget  deficit  reaches  sp>ecified  trigger 
levels.  A  sequester  would  involve  permanent  cancellation  of  budget 
authority  for  a  broad  category  of  defense  and  nondefense  programs. 
Except  for  1993,  when  the  target  is  a  zero  deficit,  the  sequester  trig¬ 
gers  are  $10  billion  over  the  target  deficits  for  each  year.  Table  2-4 
shows  the  target  deficits  and  sequester  triggers  for  1990  to  1993.  In 
the  event  of  a  recession,  however,  the  Congress  can  suspend  Gramm- 
Rudman-Hollings  for  the  remainder  of  a  fiscal  year  or  for  the  follow¬ 
ing  fiscal  year,  or  both,  upon  passage  of  a  joint  resolution. 


Table  2-4. — Deficit  Targets  Under  the  Gramm-Rudtnan-HolUngs  Act,  1990-93 
[Billiom  of  doMm] 


Fiscal  year 

Target  deficit 

Sequester  trigger 

1990 . 

100 

110 

1991 . 

64 

74 

1992  . 

28 

38 

1993 . 

0 

0 

Source;  Gramm^tudmen-Hollings  Act. 


The  “budget  summit’’  in  the  fall  of  1987  resulted  in  a  2-year,  $76- 
billion  budget  reduction  package  that  for  fiscal  1988  and  1989  com¬ 
plied  with  Gramm-Rudman-Hollings.  Further  reduction  of  the  deficit 
will  require  cutting  inefficient  programs  to  eliminate  waste  and  per¬ 
haps  relying  more  on  user  fees  to  shift  the  cost  of  particular  services 
from  taxpayers  to  those  who  benefit  from  the  service.  Prog^rams  of 
purely  local  benefit  should  be  transferred  to  State  and  local  govern¬ 
ments.  Gramm-Rudman-Hollings  increases  incentives  for  the  Con- 
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gress  to  control  spending,  and  as  such  represents  an  important  con¬ 
tribution  to  reducing  the  deficit  without  raising  taxes. 

THE  FEDERAL  DEBT  AND  DEnCIT  IN  PERSPECTIVE 


The  deficit  and  U.S.  national  debt  must  be  put  in  perspective.  The 
current  government  sector’s  net  debt  burden  as  a  percent  of  GNP  is 
well  below  historical  hi^s  and  is  also  well  below  the  levels  for  sever¬ 
al  other  industrial  nations.  The  United  States  and  other  developed 
nations  have  in  the  past  prospered  with  government  debt  levels  sig- 
nificandy  higher  than  U.S.  current  levels  without  significant  reduc¬ 
tions  in  standards  of  living  or  growth. 

Progress  has  been  made  in  reducing  the  Federal  budget  deficit. 
The  Federal  deficit  has  declined  from  5.4  percent  of  GNP  in  fiscal 
1985  to  3.2  percent  of  GNP  in  fiscal  1988  and  is  projected  to  decline 
still  further  as  a  percentage  of  GNP. 

The  general  government  deficit  in  the  United  States  is  less  than 
the  Federal  Government  deficit  because  State  and  local  governments 
in  the  aggregate  have  run  budget  surpluses  in  recent  years.  For  ex¬ 
ample,  in  1987  State  and  local  governments  in  the  aggregate  in  the 
United  States  ran  a  $52.9  billion  budget  surplus;  the  nominal  Federal 
Government  budget  deficit  that  year  was  $157.8  billion.  The  net  dis¬ 
saving  by  governments  at  all  levels  that  year  therefore  amounted  to 
$104.9  billion  which  was  the  combined  government  deficit  on  a  na¬ 
tional  income  and  product  accounts  basis.  This  net  dissaving  by  the 
government  sector  amounted  to  2.3  percent  of  GNP  in  1987. 

Chart  2-5  shows  the  1987  net  public  debt  of  the  government 
sector  and  the  general  government  deficit  in  seven  major  industrial 
nations  (the  G-7)  as  a  percent  of  the  value  of  national  production. 
The  U.S.  net  public  debt  is  a  smaller  percent  of  the  value  of  national 
production  than  the  net  public  debt  of  Canada,  the  United  Kingdom, 
and  Italy  and  is  not  much  higher  than  that  of  Japan  and  France.  The 
1987  general  government  deficit  as  a  percent  of  the  value  of  national 
production  in  the  United  States  was  less  than  that  for  France, 
Canada,  and  Italy  in  that  year. 

How  to  measure  the  Federal  budget  deficit  is  controversial.  For  ex¬ 
ample,  inflation  results  in  overstating  Federal  Government  net  inter¬ 
est  payments.  Assuming  5  percent  inflation,  a  7  percent  nominal  in¬ 
terest  rate  on  the  net  Federal  debt  results  in  $70  of  Federal  oudays 
for  each  $1,0(X)  of  net  Federal  debt.  But  $50  of  the  $70  represents 
receipts  to  the  Federal  Government  in  the  form  of  an  “inflation  tax’’ 
on  the  holders  of  the  net  Federal  debt.  Govenunent  accounts  treat 
the  payment  of  interest — the  entire  $70 — as  an  expenditure  but  do 
not  record  the  inflation  tax  as  a  receipt.  Adjusting  the  nominal  deficit 
for  the  inflation  component  of  interest  rates  results  in  a  real  deficit 
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Source:  Organi2ation  tor  Economic  Cooperation  aixt  Developinent. 


much  smaller  than  the  nominal  deficit.  This  outcome  occurs  because 
interest  payments  now  constitute  a  substantial  portion  (about  14  per¬ 
cent)  of  Federal  expenditures. 

While  lack  of  adjustment  for  inflation  tends  to  overstate  the  deficit, 
other  omissions  act  to  understate  its  real  value.  For  example,  Federal 
Government  loan  and  loan  guarantee  progrrams  and  insurance  pro¬ 
grams  involve  spending  commitments  that  are  not  valued  in  the  cur¬ 
rent  budget.  The  cash  deficit  could  increase  substantially  in  a  given 
year  if  loan  guarantees  were  to  become  due.  Similarly,  the  recent  ex¬ 
perience  of  the  Federal  Savings  and  Loan  Insurance  Corporation  il¬ 
lustrates  how  underfunded  Federal  insurance  progrrams  can  possibly 
require  increased  Federal  oudays.  A  reserve  or  contingency  fund  ac¬ 
curately  covering  the  value  of  expected  losses  under  loan  g^uarantees 
and  other  unfunded  liabilities  of  Federal  Ck>vemment  agencies  would 
increase,  and  more  accurately  reflect.  Federal  Government  spending 
commitments. 

The  economic  effects  of  government  deficits  are  highly  controver¬ 
sial.  In  any  given  year,  the  Federal  budget  deficit  is  a  measure  of  the 


nominal  amount  of  Federal  dissaving.  The  deficit  is  a  concern  of 
fiscal  policy  because  it  could  result  in  pressure  to  increase  the  money 
supply,  which  would  increase  the  price  level.  The  deficit  can  also 
contribute  to  a  misallocation  of  resources  through  its  effect  on  capital 
maiiiets  and  private  incentives. 

A  deficit  absorbs  saving  but  actually  affects  the  total  saving  in  the 
economy  in  a  complex  manner.  Because  the  Federal  deficit,  interest 
rates,  output,  and  prices  are  parts  of  an  interdependent  system,  it  is 
incorrect  to  assume  that  a  dollar  reduction  in  the  budget  deficit 
would  add  an  equal  amount  to  gross  saving.  For  example,  in  1987, 
despite  a  large  decline  in  the  Federal  budget  deficit,  there  was  litde 
change  in  the  balance  of  trade  deficit,  as  real  gross  private  domestic 
investment  rose  and  the  personal  saving  rate  fell,  increasing  aggre¬ 
gate  demand  and  thus  import  demand.  The  balance  of  trade  deficits 
of  recent  years  and  consequent  flow  of  foreign  saving  into  the  United 
States  constitute  a  combined  result  of  forces  influencing  both  the 
government  budget  deficit  and  private  incentives  to  save  and  invest. 
The  budget  deficit  cannot  be  singled  out  as  the  single  cause  of  the 
balance  of  trade  deficit.  Nonetheless,  reduction  in  the  Federal  budget 
deficit  through  spending  restraint  remains  an  essential  component  of 
a  strategy  to  reduce  the  balance  of  trade  deficit. 

A  government  deficit  implies  borrowing  to  pay  for  current  govern¬ 
ment  goods  and  services.  Such  borrowing  can  be  justified  if  govern¬ 
ments  use  the  borrowed  fimds  to  provide  investment  goods  that  will 
generate  a  stream  of  future  benefits  to  offset  the  future  taxes  that 
must  be  raised  to  pay  interest  on  the  borrowed  fimds.  A  deficit  that 
finances  an  increase  in  public  or  private  investment  outlays,  as, op¬ 
posed  to  consumption  outlays,  can  actually  improve  future  living 
standards.  A  complicated  issue  in  analyzing  the  Federal  deficit  over 
the  long  run  involves  determining  how  the  deficit  and  the  composi¬ 
tion  of  government  outlays,  along  with  tax  structure,  influence  capital 
formation,  resource  use,  and  incentives  to  produce,  save,  and  invest. 

This  discussion  is  not  meant  to  minimize  the  negative  influence  of 
the  current  budget  deficit  on  capital  formation.  Although  there  are 
disputes  about  estimated  effects,  studies  indicate  that  the  overall 
effect  of  deficits  in  the  postwar  era  has  been  to  reduce  U.S.  capital 
formation.  These  studies  imply  that  future  fiscal  policy  would  im¬ 
prove  future  living  standards  by  continuing  to  reduce  the  rate  of  gov¬ 
ernment  dissaving  by  controlling  Federal  Government  expenditures. 

THE  SOCIAL  SECURITY  TRUST  FUNDS’  BUILDUP  AND  THE  BUDGET  DEHCIT 

One  of  the  more  significant  fiscal  changes  in  the  postwar  era  has 
been  the  growth  of  social  security  and  medicare  benefits,  their  index¬ 
ation  for  inflation,  and  the  consequent  increase  in  payroll  taxes  to  fi- 
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nance  these  benefits.  Legislation  enacted  in  1977  and  in  1983  in¬ 
creased  payroll  tax  collections  and  mandated  future  increases. 
Annual  payroll  tax  collections  have  beg^n  to  exceed  annual  payouts 
for  social  security  benefits.  The  social  security  trust  funds  have  in¬ 
creased  and  are  forecast  to  continue  to  do  so  until  the  second  quar¬ 
ter  of  the  next  century.  For  a  time  the  social  security  trust  funds 
buildup  will  increase  Federal  Government  saving  and  contribute  to  a 
decline  in  the  Federal  budget  deficit. 

Awareness  of  large  projected  old-age  survivors  and  disability  insur¬ 
ance  (OASDI)  trust  ^nds’  surpluses  has  resulted  in  some  concern 
about  how  the  trust  funds’  surpluses  might  be  used.  Some  observers 
fear  that  the  trust  funds’  surpluses  will  be  used  to  finance  other  gov¬ 
ernment  spending  or  will  offer  a  solution  to  reduce  the  deficit  that 
avoids  the  basic  issues  of  cutting  wasteful  programs  and  improving 
resource  use  in  the  economy.  Although  these  concerns  are  valid,  it 
must  be  emphasized  that  the  magnitude  of  the  social  security  trust 
funds’  buildup  has  been  overstated. 

The  OASDI  trust  funds  constitute  budget  accounts,  not  cash. 
When  the  trust  funds  are  drawn  upon  to  pay  benefits,  the  Treasury 
must  raise  cash.  When  spending  for  social  security  benefits  in  a  given 
year  is  less  than  receipts  earmarked  for  those  benefits,  the  excess  re¬ 
ceipts  are  loaned  to  the  Treasury.  The  Treasury  credits  a  special 
issue  Treasury  bond  to  the  OASDI  trust  funds  and  credits  interest  on 
the  bond  at  a  rate  equal  to  the  average  rate  for  marketable  Treasury 
securities  of  4  years  or  more  to  maturity. 

Payment  of  interest  on  the  special  issue  bonds  held  by  the  OASDI 
trust  funds  is  merely  an  intragovemmental  transfer.  The  interest 
credited  to  the  trust  funds  is  a  general  fund  liability  of  the  Treasury. 
In  effect  the  Treasury  issues  a  promise  to  pay  the  interest  by  making 
a  note  in  its  books.  Much  of  the  buildup  of  the  trust  funds  over  the 
next  30  years  will  constitute  interest  that  the  Treasury  credits  to  the 
funds  in  this  way. 

A  proper  view  of  future  trust  funds’  surpluses  requires  adjustments 
for  inflation,  for  interest  transfers  to  the  funds  that  do  not  constitute 
net  income  to  the  Federal  Government,  and  for  the  forecast  deficits 
in  the  social  security  hospital  and  health  insurance  funds  (HI).  After 
these  adjustments,  the  surpluses  are  much  smaller  relative  to  the 
Federal  unified  budget  than  unadjusted  surpluses.  Table  2-5  shows 
projections  of  OASDI  and  HI  surpluses  and  deficits,  excluding  inter¬ 
est  credited  to  the  trust  funds,  in  both  current  dollars  and  1988  dol¬ 
lars.  The  annual  projected  OASDI  surpluses  never  exceed  $75  billion 
in  1988  dollars.  The  maximum  OASDI  surplus  in  the  year  2005,  after 
adjustments,  constitutes  less  than  7  percent  of  1988  Federal  spend¬ 
ing.  Adjusting  for  the  forecast  deficit  of  the  HI  fund  shows  that  the 


maximum  surplus  of  the  combined  OASDI  and  HI  trust  funds  in 
2005  will  amount  to  only  $50  billion  in  1988  dollars.  This  amount 
equals  less  than  5  percent  of  current  Federal  spending. 

Table  2-5. — Untied  Budget  IntptKt  of  Projected  OASDI  and  HI  Surpluses  (Excluding  Interest), 
Selected  Yean,  1988-2065 
[SWioiB  of  doNirs] 


Ymt 

Currant  dollars 

1988(Mlar$ 

1021 

■■ 

HI 

40 

32 

8 

40 

32 

8 

2005 . . . 

98 

145 

-47 

50 

74 

-24 

2025 . . 

-804 

-329 

-187 

-76 

-110 

MAS 

-3.544 

-1^ 

375 

163 

212 

20S5 . . 

-11.328 

-5.218 

-547 

-252 

-295 
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These  projections  suggest  that  the  windfall  of  funding  coming 
from  the  social  security  trust  funds*  buildup  will  not  constitute  a  sig¬ 
nificant  increase  in  purchasing  power  to  finance  other  government 
programs.  In  addition,  as  Table  2-5  shows,  the  surpluses  in  the  trust 
funds  are  projected  to  g^ve  way  to  large  deficits  later  in  the  21st  cen¬ 
tury,  as  the  population  ages  and  payments  for  social  security  benefici¬ 
aries  grow  rapidly.  By  the  year  2065  the  deficit  in  the  OASDI  and  HI 
trust  funds  is  projected  to  be  $547  billion  in  1988  dollars,  an  amount 
representing  one-half  of  total  1988  Federal  spending. 

As  the  number  of  retirees  grows  through  the  21st  century,  the 
social  security  trust  funds  wiU  move  into  deficit  and  the  Treasury  will 
have  to  raise  cash  to  pay  out  the  interest  on  the  trust  funds’  securi¬ 
ties.  As  the  proportion  of  retirees  to  workers  increases,  larger  por¬ 
tions  of  both  GNP  and  Federal  revenues  will  have  to  be  allocated  to 
pay  social  security  pension  and  health  benefits.  Taxable  resources 
will  be  needed  to  finance  those  benefits;  fiscal  policies  must  encour¬ 
age  real  increases  in  capital  formation  that  will  create  those  resources 
in  the  future. 

A  fiscal  policy  that  encourages  both  private  saving  and  private  in¬ 
vestment  complemented  by  a  reduction  of  the  Federal  deficit  through 
elimination  of  wasteful  expenditures  will  act  to  increase  capital  for¬ 
mation.  The  prospect  of  the  buildup  of  the  social  security  trust  funds 
should  therefore  involve  no  significant  change  in  fiscal  policy.  The 
buildup  itself  will  decrease  government  dissaving  and  thereby  tempo¬ 
rarily  increase  the  availability  of  funds  for  private  investment.  In¬ 
creasing  tax  rates  to  increase  government  saving  could  undo  the  ef¬ 
fects  of  tax  reform  on  incentives  to  invest,  and  thereby  do  much  to 
discourage  private  capital  formation.  If  increases  in  tax  rates  to  en- 


courage  government  saving  discourage  sufficient  private  capital  for¬ 
mation,  they  will  be  self-defeating. 

Economists  generally  agree  that  saving  must  be  encouraged  to  in¬ 
crease  the  tax  base  to  fund  future  social  security  benefits.  Disagree¬ 
ments  arise  about  the  best  way  to  accomplish  these  objectives.  The 
view  of  this  Administration  is  that  a  consistent  long-term  fiscal  policy 
designed  to  keep  marginal  tax  rates  low  and  provide  incentives  for 
work  effort,  saving,  and  investment  remains  the  best  way  to  encour¬ 
age  future  capital  formation.  The  growing  real  social  security  trust 
funds’  surplus  should  not  be  used  as  an  excuse  to  expand  Federal 
Government  outlays. 

Social  security  pension  benefits  and  finance  are  matters  with  which 
the  Nation  must  grapple  in  the  future  as  the  population  ages  and  the 
proportion  of  retirees  to  workers  continues  to  increase  in  the  21st 
century.  Retirees  will  consume  growing  portions  of  national  output. 
Unless  the  elderly  are  encouraged  to  remain  in  the  labor  force  as 
productive  workers,  or  the  real  level  of  the  social  security  f>ension 
benefits  is  cut,  the  best  way  to  finance  the  consumption  of  future  re¬ 
tirees — without  devoting  the  major  ptortion  of  the  Federal  budget  to 
that  end — is  to  encourage  saving  and  investment  now  to  increase  tax¬ 
able  real  income  in  the  future. 

INSTITUnONAL  CHANGE  TO  CONTROL  FEDERAL  OUTLAYS  TO  REDUCE 
THE  DEHcrr 

Mechanisms  to  curb  spending  increases  are  a  key  component  in  a 
fiscal  pK>licy  designed  to  bring  Federal  outlays  in  line  with  a  tax 
burden  of  no  more  than  20  percent  of  GNP.  Gramm-Rudman-Hol- 
lings  provides  a  framework  for  reducing  the  deficit  through  1993. 
Over  the  long  term,  however,  institutional  changes  in  the  budgeting 
process  might  be  desirable  to  control  the  growth  of  government  out¬ 
lays. 

Some  economists  have  proposed  dividing  the  current  unified 
budget  into  an  operating  budget  and  a  capital  budget.  The  Federal 
budget  now  presents  a  comprehensive  statement  of  anticipated  cash 
outlays  and  cash  receipts  lumping  together  consumption  and  invest¬ 
ment  oudays  for  the  current  fiscal  year.  Separating  capital  expendi¬ 
tures  from  operating  expenditures  could  more  clearly  link  operating 
receipts  with  operating  outlays,  which  would,  in  turn,  more  clearly 
identify  the  operating  deficit  or  surplus  of  government.  A  capital 
budget  would  also  link  investment  outlays  with  borrowing  and  pro¬ 
vide  a  basis  for  linking  payment  for  government  debt-financed  invest¬ 
ments  with  taxes  on  future  taxpayers.  Further,  a  capital  budget  would 
distinguish  borrowing  used  to  finance  capital  investments  from  bor¬ 
rowing  to  finance  current  consumption.  Capital  budgeting  could  pro- 
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vide  information  necessary  to  plan  an  increase  in  the  investment 
component  of  government  spending. 

Unfortunately,  problems  involved  in  actually  implementing  a  cap¬ 
ital  budget  for  the  Federal  Government  more  than  offset  its  possible 
advantages.  A  capital  budget  would  significantly  reduce  the  con¬ 
straints  on  total  government  spending  and  make  it  more  difficult  for 
the  Administration  and  the  Congress  to  formulate  fiscal  policy.  Total 
Federal  spending  would  no  longer  be  shown;  the  budget  would  no 
longer  provide  a  comprehensive  comparison  of  total  Federal  spend¬ 
ing  for  different  programs  and  purposes.  Because  a  capital  budget 
would  record  depreciation  in  place  of  capital  expenditures,  only  a 
small  fraction  of  the  cost  of  a  proposed  capital  purchase  would  be 
apparent  to  policymakers  deciding  about  the  overall  level  and  com¬ 
position  of  government  spending.  This  would  greatly  increase  the  in¬ 
centive  for  the  government  to  purchase  capital  goods. 

Conceptual  and  practical  measurement  problems  also  arise.  Rules 
would  be  needed  for  depreciating  Federal  assets,  for  valuing  govern¬ 
ment  assets  and  measuring  its  liabilities,  and  for  identifying  types  of 
oudays  that  constitute  capital  formation,  e.g.,  whether  to  include  in 
the  capital  budget  education  and  other  programs  that  build  human 
capital.  Care  would  have  to  be  taken  to  avoid  losing  control  over 
government  spending,  deficits,  and  debt  by  categorizing  current  pro¬ 
grams  as  capital  expenditures,  by  using  inaccurate  depreciation  rates, 
or  by  introducing  costly  programs  with  small,  initial  outlays.  Thus,  a 
capital  budget  could  lead  to  renewed  increases  in  the  growth  of 
spending.  For  these  reasons,  the  Administration  has  opposed  propos¬ 
als  for  a  separate  capital  budget. 

The  Administration  favors  adoption  of  a  line-item  veto.  A  line-item 
veto  would  enable  the  President  to  veto  individual  items  in  appro¬ 
priations  bills,  subject  to  the  current  provisions  for  overriding  a  veto 
of  any  bill.  Effective  use  of  a  line-item  veto  would  give  future  Presi¬ 
dents  more  flexibility  in  pursuing  fiscal  policies  to  encourage  capital 
formation.  The  President  could  selectively  veto  wasteful  new  govern¬ 
ment  spending  programs  that  increase  consumption  without  sending 
an  entire  appropriation  bill  back  to  the  Congress.  The  line-item  veto 
would  discourage  the  Congress  from  enacting  wasteful  spending  pro¬ 
grams  that  are  not  in  the  national  interest.  Such  a  provision  could 
forestall  special-interest  programs  that  benefit  a  few  at  the  expense 
of  many  taxpayers. 

A  balanced  budget  and  tax  limitation  amendment  to  the  Constitu¬ 
tion  offers  a  comprehensive  form  of  restraint  to  control  spending. 
This  approach  would  change  the  rules  under  which  decisions  are 
made  to  borrow  or  to  increase  Federal  outlays  and  receipts  relative 
to  CNP.  One  proposal  would  require  that  total  outlays  not  exceed 


102 


total  receipts  unless  three-fifths  of  the  whole  number  of  both  Houses 
of  Congress  votes  to  break  that  rule.  Other  approaches  seek  to  limit 
the  gfrowth  in  Federal  outlays  to  the  growth  in  real  GNP.  An  amend¬ 
ment  could  place  similar  restraints  on  the  national  debt,  prohibiting 
increases  unless  a  substantial  portion  of  the  Congress  voted  in  favor. 
These  limitations  would  help  to  establish  an  institutional  framework 
that  creates  incentives  for  limiting  Federal  spending.  Constitutional 
limitation  would  require  political  compromise  to  cut  the  rate  of 
growth  of  Federal  outlays  and  to  keep  spending  in  line  with  the  pub¬ 
lic’s  willingness  to  pay  taxes.  Further,  constitutional  limitation  would 
help  to  change  the  way  in  which  decisions  are  made.  Under  a  consti¬ 
tutional  limit,  everyone  agrees  to  limit  demands  on  government  in 
exchange  for  a  commitment  that  others  will  be  bound  by  the  same 
limit.  Proposals  for  increased  spending  would  be  compared  with  cur¬ 
rent  spending,  and  policymakers  would  have  to  pay  increased  atten¬ 
tion  to  the  merits  of  alternative  programs.  Constitutional  spending 
limitation  would  bring  fiscal  discipline. 

CONCLUSION 

The  challenge  of  the  future  is  to  enact  reforms  that  adjust  institu¬ 
tions  and  incentives  to  reduce  the  growth  of  Federal  outlays  and  in¬ 
crease  both  public  and  private  investment.  By  doing  so  the  Federal 
budget  deficit  can  be  reduced  and  the  government  sector  can  make  a 
greater  contribution  to  increasing  the  Nation’s  rate  of  capital  forma¬ 
tion  and  improving  its  standard  of  living. 

The  Nation  must  avoid  the  temptation  to  increase  marginal  tax 
rates  to  reduce  the  Federal  budget  deficit.  To  raise  marginal  tax  rates 
on  labor  and  capital  income  would  adversely  affect  the  incentives  to 
work  and  invest  that  are  the  foundation  for  improved  future  living 
standards.  The  reduction  of  the  Federal  deficit  through  reducing 
spending  represents  an  important  coniponent  in  a  policy  to  increase 
national  saving.  However,  deficit  reduction  must  not  come  at  the  ex¬ 
pense  of  incentives  for  private  capital  formation. 
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CHAPTER  3 

Growth  and  Evolution  of  International 
Capital  Markets 

IN  THE  SUMMER  OF  1944,  representatives  of  the  Allied  Powers 
convened  at  Bretton  Woods  for  an  ambitious  purpose:  to  plan  a  fi¬ 
nancial  system  for  the  postwar  world.  In  the  44  years  since  that  meet¬ 
ing  in  New  Hampshire,  world  trade  and  capital  flows  have  changed 
course  dramatically.  A  revolution  in  currency  exchange  markets  oc¬ 
curred.  By  the  end  of  the  1970s,  vast  changes  in  national  economic 
conditions  and  policies  had  almost  sundered  international  economic 
relations.  In  the  1980s  the  current  Administration  took  stock.  The 
policy  changes  it  proposed  not  only  revitalized  the  U.S.  economy,  but 
also  brought  the  Nation  renewed  respect  in  the  international  arena. 

The  United  States  has  played  a  central  role  in  the  evolution  of 
international  capital  markets  throughout  the  postwar  period.  Immedi¬ 
ately  following  the  war,  loans,  aid,  and  direct  investment  flowed  from 
the  United  States  to  assist  the  ravaged  economies  of  Europe  and 
Asia.  At  the  same  time,  the  United  States  assumed  a  leading  role  in 
the  system  of  pegged  but  adjustable  exchange  rates  designed  at  Bret¬ 
ton  Woods.  By  providing  this  leadership  and  by  fostering  a  stable 
worldwide  market  system  and  encouraging  the  opening  of  markets  in 
goods  and  assets,  the  United  States  reinvigorated  the  world  econo¬ 
my. 

The  reward  for  these  efforts  has  been  enhanced  opportunities  for 
the  United  States.  World  output  and  trade  have  flourished.  The  suc¬ 
cessful  recovery  of  the  war-tom  economies  and  the  entry  of  many 
newly  industrializing  and  developing  nations  into  the  international 
arena  have  meant  a  revision  in  the  role  of  the  U.S.  economy  in  the 
world.  Yet  the  United  States  remains  a  world  leader,  and  U.S.  poli¬ 
cies  of  free  markets,  low  tax  rates,  low  inflation,  and  reduced  govern¬ 
ment  reg^ulation  have  resulted  in  a  robust,  productive  economy  that 
stands  as  an  example  for  the  rest  of  the  world. 

The  road  to  the  1980s  has  been  replete  with  lessons  about  interna¬ 
tional  trade,  capital,  and  currency  markets.  Beginning  in  the  1960s 
divergences  in  sovereign  policies  affecting  domestic  inflation  and 
output  growth  eventually  led  to  results  inconsistent  with  the  ex- 
change-rate  reg^e  initiated  at  Bretton  Woods — a  system  of  pegged 
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but  adjustable  exchange  rates.  In  the  early  1970s  the  flaws  in  the 
Bretton  Woods  system  proved  insurmountable  and  the  industrial 
world  adopted  a  regime  of  floating  exchange  rates  in  its  stead.  Sub¬ 
sequent  large  swings  in  the  value  of  the  dollar  have  led  to  renewed 
debate  regarding  international  monetary  arrangements.  The  value 
lost  by  the  dollar  in  the  1970s  was  more  than  made  up,  and  then  lost 
again,  during  the  1980s.  Swings  in  the  international  cost  competitive¬ 
ness  of  U.S.  manufacturers  mirrored  those  of  the  dollar’s  real  value 
in  the  1980s.  Yet  the  flexible  exchange-rate  regime  has  weathered 
without  crisis  three  recessions  in  the  United  States,  sizable  oil  shocks 
and  even  war  between  two  major  oil-producing  nations,  rapid  in¬ 
creases  and  decreases  in  inflation,  and  most  recently  a  significant 
shift  in  the  international  pattern  of  trade  balances.  Although  flexible 
exchange  rates  exhibit  substantial  short-run  variability,  they  provide 
efficient  and  timely  signals  to  markets  and  governments  when  actions 
and  policies  gv~  awry. 

During  the  1970s  the  traditional  trade  and  current  account  surplus¬ 
es  of  the  United  States,  correlatives  of  net  U.S.  lending  to  the  rest  of 
the  world,  g^ve  way  to  intermittent  external  deficits.  Since  1982  the 
external  deficits  have  become  persistent  and  amplified.  Trade  and 
current  account  deficits  represent  important  channels  through  which 
an  economy  can  acquire  the  resources  needed  to  take  advantage  of 
profitable  investment  opportunities.  They  can  also  reflect  current 
consumption  out  of  previous  saving.  Trade  deficits  can  arise  when  an 
economy’s  households  and  firms  react  to  distorted  incentives  to  con¬ 
sume  today  by  borrowing  from  abroad  at  the  expense  of  future  gen¬ 
erations.  Whether  the  trade  deficits  of  the  1980s  signal  promise  or 
trouble  for  the  current  and  future  well-being  of  the  United  States  is 
an  important  and  difficult  question. 

Between  1918  and  the  mid-1970s,  and  particularly  in  the  period 
following  World  War  II,  the  United  States  built  up  large  internation¬ 
al  asset  holdings  as  the  counterpart  to  its  annual  current  account  sur¬ 
pluses.  By  the  1980s  that  pattern  of  international  capital  flows  had 
changed.  The  gradual  acquisition  of  U.S.  assets  by  foreigners  at  a 
faster  rate  than  the  United  States  has  acquired  similar  assets  abroad 
has  resulted  in  a  reversal  in  the  U.S.  net  foreign  asset  position  as  of¬ 
ficially  measured.  According  to  official  estimates,  since  1985  the  total 
value  of  foreign  holdings  of  assets  in  the  United  States  in  the  form  of 
direct  investments,  common  stock,  and  bonds  of  all  kinds  has  exceed¬ 
ed  the  total  value  of  holdings  by  U.S.  citizens  of  similar  assets 
abroad.  This  imbalance  is  often  described  as  the  net  debtor  position 
of  the  United  States,  even  though  many  of  these  assets  involve  equity 
claims  rather  than  debt.  Although  difficulties  of  measurement  cast 
some  doubt  on  the  accuracy  of  official  estimates,  there  is  little  doubt 
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that  the  net  international  asset  position  of  the  United  States  has  de¬ 
creased  in  the  1980s. 

The  consequences  of  the  United  States  becoming  a  net  debtor 
have  been  hotly  debated.  Unlike  the  troubles  of  many  indebted  de¬ 
veloping  nations,  the  ability  of  U.S.  citizens  and  the  U.S.  Government 
to  maintain  their  contractual  obligations  is  not  a  concern.  The  United 
States  continues  to  have  the  largest  aggregate  wealth  in  the  world, 
and  its  creation  of  new  wealth  remains  strong.  Nevertheless,  some 
have  argued  that  its  ourent  financial  position  increases  the  tempta¬ 
tion  for  U.S.  policymakers  to  induce  an  inflation,  reducing  the  real 
value  to  foreigners  of  their  dollar-denominated  claims.  Others  argue 
that  it  erodes  U.S.  leadership  in  the  world  economy.  Neither  develop¬ 
ment  is  a  necessary  consequence  of  a  net  debtor  position.  By  adher¬ 
ing  consistendy  to  this  Administration’s  policies  of  noninflationary 
growth,  the  United  States  can  continue  as  a  world  leader,  and  the 
dollar  can  remain  a  reliable  and  widely  held  currency. 

During  the  1980s  many  developing  countries  have  experienced 
grave  difficulties  in  managing  their  external  debts.  The  problems  of 
debtor  nations  have  frequendy  been  compounded  by  high-tax,  infla¬ 
tionary,  and  confiscatory  policies  that  have  handicapped  their  domes¬ 
tic  economies,  reduced  trade  and  investment,  and  led  to  capital 
flight.  In  addition,  these  policies  have  created  insufficient  incentives 
for  debtors  and  creditors  to  reach  voluntary,  market-oriented  agree¬ 
ments.  Private  and  official  creditors  as  well  as  international  agencies 
have  increasingly  devoted  resources  to  renegotiating  the  terms  of  ex¬ 
isting  debt  and  providing  debt  relief  appropriate  to  the  individual 
borrower.  By  maintaining  incentives  conducive  to  voluntary,  country- 
specific  negotiations  between  creditors  and  debtors  and  continuing 
to  support  domestic  economic  reform,  the  United  States  can  encour¬ 
age  the  design  of  innovative  approaches  that  resolve  the  problem. 

The  issues  of  the  international  economy  involve  policy  choices  and 
the  need  to  develop  a  framework  to  produce  growth  in  world  living 
standards  for  the  coming  years.  Stable  and  growing  economies  re¬ 
quire  smoothly  functioning  financial  markets.  It  is  to  that  issue  that 
this  chapter  turns  first. 

THE  BEHAVIOR  OF  EXCHANGE  RATES 

Since  the  inception  of  floating  exchange  rates  in  the  early  1970s, 
the  nominal  values  of  many  currencies  have  swung  widely.  As  indicat¬ 
ed  by  the  U.S.  Federal  Reserve  Board  staff  index,  between  the  begin¬ 
ning  of  1970  and  the  end  of  1979  the  dollar  declined  29  percent  in 
value  against  a  trade-weighted  basket  of  the  currencies  of  10  major 
industrial  countries.  The  deutsche  mark  rose  78  percent  on  a  trade- 
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weighted  basis  during  this  period,  while  the  currencies  of  many  other 
nations  also  moved  substantially  relative  to  those  of  their  trading 
partners.  In  the  third  quarter  of  1980  the  dollar  turned  around, 
rising  83  percent  in  value  until  the  first  quarter  of  1985.  Since  then  it 
has  again  declined,  returning  approximately  to  its  1981  level. 

These  dramatic  changes  have  been  the  subject  of  much  discussion 
and  investigation.  Major  issues  include  the  causes  of  the  swings,  their 
implications  for  the  U.S.  competitive  position  in  world  markets,  their 
effects  on  trade  balances,  and  the  question  of  whether  the  regime  of 
flexible  exchange  rates  has  well  served  the  increasingly  complex 
system  of  international  trade  in  goods  and  assets. 

THE  PURCHASING  POWER  OF  THE  DOLLAR 

A  rise  in  the  nominal  value  of  the  dollar  does  not  necessarily  mean 
that  the  dollar  can  buy  more  foreign  goods.  For  example,  if  the  dol¬ 
lar’s  rise  is  accompanied  by  a  foreign  inflation  of  equal  magnitude, 
each  dollar  buys  more  of  the  foreign  currency  but  no  more  of  the 
foreign  goods  than  before.  Alternatively,  if  the  dollar’s  appreciation 
is  matched  by  a  decline  in  the  U.S.  price  level  while  the  foreign  price 
level  remains  unchanged,  the  rise  in  the  value  of  the  dollar  signals  an 
increased  power  of  the  dollar  to  purchase  foreign  goods,  but  not  rel¬ 
ative  to  the  increased  power  of  the  dollar  to  purchase  U.S.  goods. 

A  broad  measure  of  the  dollar’s  relative  purchasing  power  abroad 
can  be  derived  from  dividing  the  number  of  foreign  goods  that  a 
dollar  can  buy  by  the  number  of  U.S.  goods  that  a  dollar  can  buy,  or 
equivalently  by  dividing  the  product  of  the  U.S.  price  level  times  the 
foreign  exchange  value  of  the  dollar  by  the  foreigfn  price  level.  A  rise 
in  that  measure,  called  the  real  or  inflation-adjusted  exchange  rate, 
would  signal  that  a  dollar  could  purchase  more  foreign  goods  relative 
to  domestic  goods  than  before.  Alternatively,  it  would  imply  either 
that  foreign  inflation  had  not  proceeded  as  quickly  as  the  dollar’s 
value  rose,  or  that  the  pace  of  U.S.  inflation  exceeded  the  apprecia¬ 
tion  of  the  dollar.  In  either  case,  the  real  value  of  the  dollar  would 
rise — that  is,  the  dollar’s  purchasing  power  abroad  relative  to  its  pur¬ 
chasing  power  in  the  United  States  would  increase.  Real  exchange 
rates  can  change  for  a  variety  of  reasons,  including  country-specific 
changes  in  productivity,  thrift,  taxation,  and  the  efficient  use  of  re¬ 
sources. 

Chart  3-1  shows  indexes  of  the  nominal  and  real  exchange  rates  of 
the  U.S.  dollar  in  terms  of  trade-weighted  baskets  of  foreign  curren¬ 
cies  and  consumer  price  indexes  of  10  major  industrial  countries. 
The  real  value  of  the  dollar  has  closely  paralleled  its  nominal  value, 
suggesting  that,  at  least  in  the  short  run,  the  forces  giving  rise  to  ex¬ 
change-rate  movements  are  not  matched  by  offsetting  changes  in  in- 
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flation,  either  here  or  abroad.  For  example,  the  dollar’s  20  percent 
decline  from  the  second  quarter  of  1976  until  the  third  quarter  of 
1980  was  accompanied  by  a  16  percent  decline  in  its  real  value,  or 
purchasing  power. 

Chart  3-1 

Nominal  and  Real  Exchange  Rates 


Index,  19731  =  100 


1970  1972  1974  1976  1978  1980  1982  1984  1986  1988 


'Multilateral  trade-weighted  value  of  the  dollar  against  the  currencies  of  the  other  G-10  countries  plus 
Switzerland. 

''Product  of  the  nominal  exchange  rate  times  the  U.S.  consumer  price  index  divided  by  trade-weighted 
consumer  prices  of  the  other  G-10  countries  plus  SwitzerlarKf. 

Source:  Board  of  Governors  of  the  Federal  Reserve  System. 

Although  exchange-rate  movements  have  not  tended  to  be  perfect¬ 
ly  offset  by  changes  in  domestic  or  foreign  price  levels  during  the 
recent  floating  rate  experience,  exchange  rates  do  respond  to  the  rel¬ 
ative  price  changes  of  the  countries  in  question.  There  is  no  reason 
for  bilateral  exchange  rates  to  reflect  exacdy  all  price  level  move¬ 
ments.  The  broad  pattern  of  relative  inflation  across  countries  tends, 
however,  to  influence  the  long-run  behavior  of  exchange  rates. 

Chart  3-2  shows  indexes  of  relative  price  levels  and  nominal  bilat¬ 
eral  exchange  rates  for  three  major  U.S.  trading  partners:  Japan, 
West  Germany,  and  the  United  Kingdom.  In  each  case,  relative  price 
levels  are  measured  by  an  index  of  the  ratio  of  the  implicit  deflator 
of  foreign  g^oss  domestic  product  (GDP)  or  gross  national  product 
(GNP)  to  the  U.S.  price  level.  The  exchange  rates  and  price  ratios  for 


each  individual  country  are  indexed  to  equal  each  other  in  1973,  the 
starting  point  of  the  flexible  exchange-rate  regime.  Although  the 
units  on  the  vertical  axis  are  arbitrary,  upward  (downward)  move¬ 
ments  of  the  price  ratios  reflect  rapid  (slow)  foreign  inflations  rela¬ 
tive  to  that  of  the  United  States.  Upward  movements  of  the  exchange 
rate  reflect  increases  in  the  nominal  value  of  the  dollar,  and  vice 
versa. 

The  chart  shows  that,  although  exchange  rates  are  more  volatile 
than  relative  price  levels,  exchange  rates  tend  in  the  longer  run  to 
fluctuate  roughly  around  the  ratio  of  the  price  levels.  Shifts  toward 
relatively  rapid  inflation  in  the  United  States  raise  U.S.  prices  relative 
to  prices  abroad  and  tend  to  be  accompanied  by  a  declining  dollar. 
Slowdowns  in  U.S.  inflation  rates  relative  to  those  abroad  tend  to  be 
met  with  dollar  appreciation,  as  are  periods  of  relatively  rapid  infla¬ 
tion  abroad. 

There  is  no  reason  to  expect  bilateral  purchasing  power  parity — 
that  is,  to  expect  exchange  rates  and  the  ratios  of  the  price  levels  of 
the  paired  countries  to  move  together  at  all  times.  As  can  be  seen  in 
the  chart,  the  relationship  is  far  from  exact.  In  the  short  run,  ratios 
of  price  levels  may  not  determine  the  exchange  rate.  This  lack  of 
concordance  may  be  pardy  because  a  substantial  share  of  goods  and 
services  is  not  internationally  traded.  In  addition,  it  may  be  pardy  be¬ 
cause  exchange  rates,  as  the  relative  prices  of  two  assets,  reflect  the 
market’s  expectations  about  future  relative  inflations  more  rapidly 
than  current  price  levels  of  goods  and  services  respond  to  these  pres¬ 
sures.  The  pronounced  short-run  deviations  from  purchasing  power 
parity  between  the  United  States  and  its  trading  partners  correspond 
to  changes  in  the  real  exchange  rate,  which  reflect  a  variety  of  influ¬ 
ences. 

Changes  in  the  real  value  of  the  dollar  have  no  single  cause. 
Changes  in  relative  productivity,  in  relative  thrift,  efficiency,  and  risk 
make  domestic  assets  more  or  less  valuable.  Changes  in  tax  rates  also 
alter  the  after-tax  returns  on  assets.  Market  participants  compare  the 
expected,  risk-adjusted  after-tax  real  returns  available  all  over  the 
world.  If  expected  risk-adjusted  real  returns  rise  abroad  relative  to 
the  expected  returns  at  home,  demand  for  foreign  assets  increases 
until  the  expected  real  returns  reach  equality.  The  shifting  of 
demand  from  one  country’s  assets  to  another’s  entails  shifts  in  the 
demands  for  the  domestic  and  foreign  currencies  used  to  purchase 
the  assets.  The  exchange  rate  adjusts  to  these  changes  in  demand  as 
in  any  other  open  market. 

Any  government  policies  that  influence  the  price  level,  growth 
rates,  or  interest  rates  will  affect  exchange  rates.  Incentive-based 
fiscal  policy,  which  affects  a  country’s  standard  of  living  or  alters  the 
incentive  to  invest,  will  be  reflected  in  exchange-rate  movements. 
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Moreover,  changes  in  government  purchases  relative  to  GNP  may 
also  induce  relative  price  and  real  exchange-rate  adjustments. 

Influences  that  can  lead  to  a  decline  in  the  value  of  the  dollar  in¬ 
clude  a  rise  in  the  rate  of  growth  of  the  U.S.  money  supply  relative  to 
U.S.  output,  or  a  fall  in  the  rate  of  growth  of  the  foreign  money 
supply  relative  to  foreign  output.  Differences  in  these  rates  of  change 
result  in  eventual  declines  in  the  rate  of  foreign  inflation  relative  to 
that  in  the  United  States.  The  expectation  of  that  fall  in  relative  for¬ 
eign  inflation  can  trigger  immediate  movement  of  the  exchange  rate, 
as  market  participants  attempt  to  shift  from  doUar-valued  to  foreign¬ 
valued  assets.  The  decline  in  relative  foreign  interest  rates,  reflecting 
the  market’s  reassessment  of  the  relatively  lower  foreign  inflation,  re¬ 
inforces  the  relative  desirability  of  holding  foreign  currency  by  reduc¬ 
ing  the  interest  earned  abroad  that  is  forgone  by  holding  money. 

Although  substantial  evidence  confirms  the  persistence  of  devi¬ 
ations  from  purchasing  power  parity,  the  tendency  of  bilateral  ex¬ 
change  rates  to  return  to  the  relative  price  ratios  over  long  periods 
may  indicate  the  presence  of  long-run  market  forces  to  return  to  ap¬ 
proximate  purchasing  power  parity.  Because  many  of  the  goods  and 
services  whose  prices  are  averaged  in  the  consumer  price  indexes  are 
not  directly  traded  internationally  (for  example,  many  personal  serv¬ 
ices  and  housing),  some  of  the  delay  may  reflect  the  time  it  takes  for 
travelers  and  immigrants  to  shift  their  demands  to  the  countries  with 
lower  relative  prices.  Given  the  length  of  time  that  is  apparently  in¬ 
volved,  an  alternative  explanation  is  that  by  giving  rise  to  shifting 
demand,  large  deviations  from  purchasing  power  parity  pressure  gov¬ 
ernments  to  revise  their  economic  policies  in  the  direction  of  long- 
run  parity  between  the  price  levels.  These  policies  include  monetary 
and  fiscal  policies,  as  well  as  changes  in  incentive-based  measures 
such  as  tax  rates. 

Under  a  system  of  floating  exchange  rates,  U.S.  policies  alone  are 
not  the  only  determinants  of  the  value  of  the  dollar.  The  experiences 
and  policies  of  other  nations — the  rates  of  growth  of  their  real 
output,  money  supplies,  tax  rates,  and  interest  rates — affect  the  value 
of  the  dollar  as  much  as  U.S.  policies  do.  The  United  States  can  help 
to  keep  the  foreign  exchange  value  of  the  dollar  stable  by  controlling 
its  own  inflation,  but  this  approach  will  work  only  to  the  extent  that 
U.S.  trading  partners  pursue  similar  policies.  Four  historical  exam¬ 
ples  of  these  principles  are  worth  examining,  and  can  offer  the  op¬ 
portunity  for  some  insight  about  the  floating  exchange-rate  system 
and  exchange-rate  stability. 
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PEGGED  AND  F1£XIBLE  EXCHANGE  RATES:  RECENT  HISTORICAL 
EXPERIENCES 

The  broad  features  of  the  experience  of  the  past  20  years  tell  much 
about  exchange  rates.  This  period  breaks  up  logically  into  two  sepa¬ 
rate  subperiods.  The  first,  beginning  in  the  middle  1960s  and  ending 
in  1973,  covers  the  demise  of  the  Bretton  Woods  regime  of  ptegged 
but  adjustable  exchange  rates.  The  second  covers  the  flexible  ex- 
change-rate  regime,  focusing  on  the  wide  swings  in  the  value  of  the 
dollar. 

The  Foundering  of  the  Bretton  Woods  System 

Toward  the  end  of  the  1960s,  pressures  built  that  led  ultimately  <o 
the  breakdown  of  the  Bretton  Woods  regime  of  pegged  but  adjusta¬ 
ble  exchange  rates.  In  1967,  money  growth  picked  up  sharply  relative 
to  output.  As  discussed  in  Chapter  1,  the  increase  reflected  the  com¬ 
bined  pressures  of  U.S.  Government  expenditure  for  the  Great  Socie¬ 
ty  and  the  Vietnam  war  and  the  operating  rules  of  Federal  Reserve 
policy — particularly  interest  rate  targeting.  The  result  was  U.S.  infla¬ 
tion.  In  addition,  under  the  structure  of  the  pegged  exchange-rate 
regime,  the  excess  money  flowed  abroad,  raising  foreign  money 
stocks  and  price  levels. 

Both  because  of  the  rules  of  the  Bretton  Woods  Agreement  and. 
the  reputation  the  United  States  had  acquired  in  steadfastly  maintain¬ 
ing  those  rules  during  the  postwar  period,  foreign  countries  contin¬ 
ued  to  treat  the  U.S.  dollar  as  a  reserve  currency  at  the  historical  par 
value  of  $35  per  troy  ounce  of  gold.  Moreover,  many  countries  were 
reluctant  to  see  the  Bretton  Woods  system  change.  Foreign  central 
banks  accepted  the  extra  dollars  at  par  value  even  though  the  frac¬ 
tional  gold  reserves  behind  each  dollar  had  declined. 

In  response  to  the  ensuing  U.S.  balance  of  payments  deHcits,  the 
United  States  intensified  its  capital  controls.  Differing  real  growth 
rates  throughout  the  world  in  the  early  postwar  period  had  already 
contributed  to  pressure  on  the  dollar.  As  early  as  1963,  the  United 
States  had  imposed  the  interest  equalization  tax  on  securities  and  long¬ 
term  bank  loans  sold  in  U.S.  markets  by  developed  countries  (except 
Canada).  In  1965  additional  controls  were  imposed  on  capital  flows 
from  banks  and  financial  institutions,  and  in  1968,  the  United  States 
made  mandatory  controls  on  direct  investment  abroad  that  had  previ¬ 
ously  been  voluntary.  These  measures  distorted  investment  incentives 
and  did  not  address  the  source  of  the  problem. 

In  1968  the  U.S.  balance  of  payments  deficit  worsened  and  by 
1969  U.S.  official  reserve  holdings  were  substantially  reduced.  As 
citizens  of  foreigfn  countries  turned  in  their  dollars  to  their  own  cen- 
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tral  banks,  the  foreign  countries  further  increased  their  own  money 
supplies,  increasing  inflation  overseas.  International  pressure  on  the 
United  States  to  change  its  monetary  policy  built  up.  The  threat  to 
tender  the  dollars  against  the  insufficient  supply  of  U.S.  gold  made 
the  pressure  credible.  On  August  15,  1971,  President  Nixon  suspend¬ 
ed  the  right  of  foreign  central  banks  to  convert  the  dollar  into  gold. 
The  system  established  at  Bretton  Woods  ended. 

In  an  effort  to  stem  the  continued  domestic  inflation  and  capital 
outflows  without  addressing  the  rapid  growth  in  money  relative  to 
output  that  was  their  fundamental  cause.  President  Nixon  simulta¬ 
neously  imposed  wage  and  price  controls  and  a  10  percent  import 
surcharge  when  he  suspended  gold  convertibility.  These  stopgap 
measures  decreased  market  efficiency  by  distorting  relative  prices, 
and  further  contributed  to  the  difficulty  of  economic  adjustment. 
New  exchange-rate  parities  were  set  at  levels  that  were  determined 
by  the  Smithsonian  Agreement  in  December  1971.  The  plunge  in  the 
dollar’s  value  halted,  but  that  arrangement  lasted  litde  more  than  a 
year.  By  then  it  had  become  abundantly  clear  that  the  U.S.  balance  of 
payments  deficits  were  attributable  to  U.S.  economic  policies  that 
were  fundamentally  inconsistent  with  the  fixed  exchange-rate  system 
and  the  maintenance  of  low  inflation.  In  March  1973  the  monetary 
authorities  of  the  major  industrial  nations  decided  to  let  their  curren¬ 
cies  float  freely  against  the  dollar,  either  individually  or  in  currency 
groups  such  as  the  Euro|>ean  “snake.”  Between  March  and  Septem¬ 
ber  1973,  the  dollar  fell  by  5  percent  on  a  trade-weighted  basis,  re¬ 
flecting  in  part  the  accumulated  pressures  from  6  years  of  excessive 
growth  of  money  relative  to  output. 

The  Bretton  Woods  system  went  far  in  the  postwar  years  in  the  di¬ 
rection  of  its  goals  of  both  price  and  exchange-rate  stability.  In  the 
course  of  time,  however,  it  achieved  neither  aim.  The  system  relied 
on  the  conduct  of  U.S.  monetary  policy,  but  provided  insufficient  in¬ 
centive  to  carry  out  policies  consistent  with  the  maintenance  of  the 
goals  of  the  regime.  When  the  United  States  failed  to  conduct  its 
monetary  policy  in  a  manner  consistent  with  price  stability,  while  sev¬ 
eral  key  currency  countries  were  reluctant  to  accept  inflation  rates 
commensurate  with  continued  exchange-rate  stability,  the  system  was 
unable  to  withstand  the  pressures  that  built  up.  Given  the  conduct  of 
U.S.  monetary  policy,  the  inherent  design  of  the  system  forced  for¬ 
eigners  to  choose  between  price  and  exchange-rate  stability.  They 
chose  to  let  exchange  rates  be  determined  in  international  markets. 

The  Bretton  Woods  system  was  one  of  pegged  but  adjustable  ex¬ 
change  rates.  From  its  inception  it  was  subject  to  currency  revalu¬ 
ations  and  devaluations.  In  the  1960s  the  system  came  to  be  regard¬ 
ed  as  crisis  prone,  reflecting  the  increasing  frequency  and  magnitude 


114 


of  exchange-rate  changes  as  countries  adopted  and  persisted  in  unco¬ 
ordinated  economic  policies.  Changes  in  the  rate  of  growth  of  one 
country’s  money  supply  relative  to  its  output,  unmatched  by  corre¬ 
sponding  changes  abroad,  caused  excess  capital  to  flow  out  of  the 
country  that  incurred  relatively  rapid  monetary  growth.  When  these 
changes  were  not  reversed,  they  resulted  either  in  a  balance  of  pay¬ 
ments  crisis,  with  a  decline  in  the  international  reserves  held  by  the 
authorities  of  the  country  inducing  the  relatively  rapid  monetary 
growth,  or  in  a  currency  devaluation  to  staunch  that  decline. 

The  Flexible  Exchar^e-Rate  Regime 

Under  a  completely  flexible  exchange-rate  regime,  changes  in  the 
international  reserve  holdings  of  central  banks  are  obviated,  because 
a  currency’s  value  adjusts  to  the  forces  of  supply  and  demand  in 
international  markets.  The  chief  distinction  l^tween  flexible  and 
fixed  exchange-rate  systems  lies  in  the  institutional  tradeoff  between 
exchange-rate  movements  and  international  reserve  movements. 
What  matters  most  is  not  the  system,  but  the  stock  of  money  relative 
to  domestic  output.  The  money  stock  changes  as  a  result  of  monetary 
policy,  and  output  may  change  as  a  result  of  such  real  factors  as 
changes  in  productivity  or  demographic  changes  afifecting  thrift  or 
labor  force  participation.  These  are  the  main  determinants  of  the  ex¬ 
pected  course  of  the  exchange  rate  and  the  long-term  movements  of 
the  price  level. 

Under  a  flexible  exchange-rate  system  the  monetary  authorities 
may  intervene  to  prevent  the  currency  from  declining  in  value.  In 
order  to  succeed,  they  must  necessarily  stabilize  the  rate  of  money 
growth  relative  to  the  growth  of  output.  If  intervention  reduces  cen¬ 
tral  bank  holdings  of  both  international  reserves  and  money  in  order 
to  change  market  anticipations  about  the  thrust  of  monetary  policy,  a 
central  bank  can  change  the  exchange  rate.  The  essential  element  is  a 
credible  change  in  the  growth  of  money  relative  to  output.  In  con¬ 
trast,  sterilized  exchange-market  intervention,  which  changes  the  mix 
of  international  reserves  and  domestic  assets  held  by  central  banks 
without  changing  the  stocks  of  money  relative  to  output  at  home  and 
abroad,  has  no  lasting  effect  on  exchange  rates.  This  process  changes 
the  distribution  of  assets  in  government  and  private  portfolios.  The 
main  effect  is  to  change  who  bears  the  risk  of  fluctuations  in  foreigpi 
or  domestic  asset  prices. 

Three  changes  in  the  value  of  the  dollar  characterized  the  experi¬ 
ence  of  flexible  exchange  rates:  the  decline  in  the  dollar’s  value 
during  the  middle  to  late  1970s,  its  appreciation  until  March  1985, 
and  its  subsequent  depreciation.  The  dollar  depreciation  in  the 
second  half  of  the  1970s  reflected  the  continuation  of  the  rapid  U.S. 
monetary  growth  relative  to  output  begun  in  the  late  1960s,  com- 
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pounded  by  increasing  reliance  on  policies  that  attempted  to 
fine-tune  the  economy.  The  stop-go  pattern  of  policy  became  more 
pronounced  in  early  1973,  when  the  rate  of  growth  of  M2  fell  sharp¬ 
ly.  The  oil  price  rise  later  that  year  was  met  with  direct  controls  on 
the  domestic  price  of  oil.  These  actions  ultimately  produced  a  slow¬ 
ing  of  the  rate  of  price  increase  and  a  halt  to  the  dollar’s  decline,  but 
they  exacerbated  the  economy’s  difficulty  in  adjusting  to  the  reduc¬ 
tion  in  income  implied  by  the  change  in  international  oil  prices.  The 
ensuing  recession  of  1974-75  led  to  increasing  efforts  to  boost  em¬ 
ployment  and  output  by  expanding  monetary  growth  and  reducing 
taxes.  As  monetary  growth  in  the  United  States  accelerated  in  an 
effort  to  lean  against  the  recessionary  tide,  U.S.  inflation  soared.  At 
the  same  time,  several  major  U.S.  trading  partners,  most  notably 
West  Germany  and  Japan,  allowed  domestic  oil  prices  to  adjust  to 
world  levels  and  consciously  restrained  their  money  supplies  to  focus 
on  the  longer  run.  The  value  of  the  dollar  plummeted,  dropping  16 
percent  between  the  first  quarters  of  1976  and  1980,  the  period  of 
the  highest  postwar  U.S.  inflation. 

During  this  period  the  Carter  Administration  had  proposed  a 
policy  known  as  the  “locomotive  theory.’’  Foreign  governments  were 
expected  to  adopt  monetary  and  fiscal  policies  consistent  with  the  ex¬ 
pansionary  policies  of  the  United  States  in  an  effort  to  increase  ag- 
g^eg^te  demand.  Many  foreign  countries,  fearing  inflation,  were  re¬ 
luctant  to  stimulate  their  economies  in  this  manner.  The  episode 
ended  with  continued  domestic  inflation  and  a  decline  in  the  value  of 
the  dollar  without  achieving  the  desired  outcome. 

When  in  1980  Ronald  Reagan  cast  his  pre-election  support  to 
the  new  regime  of  monetary  control,  the  expectation  of  pronounced 
reduction  in  inflation  resulted  in  a  turnaround  in  the  value  of  the 
dollar.  The  new  U.S.  tax  incentives  introduced  in  the  Economic  Re¬ 
covery  Tax  Act  of  1981  (ERTA)  encouraged  domestic  investment 
and  capital  accumulation  and  raised  expected  after-tax  real  rates  of 
return.  Productivity  increases  in  the  United  States  resulted  in  an  ap¬ 
preciation  of  the  real  value  of  the  dollar,  as  the  dollar’s  purchasing 
power  increased  relative  to  that  of  the  currencies  of  many  U.S.  trad¬ 
ing  partners.  Capital  inflows  to  the  United  States  responded  with  re¬ 
newed  vigor  to  the  higher  anticipated  U.S.  real  after-tax  rates  of 
return.  These  higher  expected  real  rates  of  return  were  reflected  in 
real  and  market  interest  rates.  The  shifting  of  assets  toward  the 
United  States  reinforced  the  rise  in  the  nominal  exchange  rate  begun 
in  1980. 

The  resulting  unprecedented  rise  in  the  dollar’s  value,  as  can  be 
seen  in  Charts  3-1  and  3-2,  continued  until  the  first  quarter  of  1985; 
that  is,  throughout  approximately  the  same  period  that  the  U.S.  eco- 
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nomic  recovery,  revised  growth  incentives,  monetary  restraint,  and 
reduced  inflation  led  similar  advances  abroad.  During  this  period,  the 
dollar  rose  in  value  ag^ainst  all  major  U.S.  industrial  trading  partners, 
including  the  United  Kingdom,  whose  economic  recovery  beg^ 
earlier  but  whose  reduction  in  inflation  was  unable  to  match  this 
Nation’s,  and  West  Germany,  which  continued  to  exercise  its  tradi¬ 
tional  monetary  restraint  but  whose  economic  growth  rate  was  usually 
below  that  of  the  United  States. 

In  late  1984  U.S.  monetary  policy  eased  markedly.  At  the  same 
time,  widespread  anti-inflation  policies  abroad  accelerated.  In  March 
1985  the  dollar  beg^  to  decline.  In  the  7  months  between  the  dol¬ 
lar’s  peak  and  the  Plaza  Agreement  of  September  1985,  which  an¬ 
nounced  the  intentions  of  the  G-5  countries  (France,  Japan,  the 
United  Kingdom,  the  United  States,  and  West  Germany)  to  engage  in 
coordinated  economic  policies  and  to  regard  some  further  dollar  de¬ 
cline  as  appropriate,  the  trade-wei^ted  value  of  the  dollar  declined 
12  percent.  The  U.S.  monetary  expansion  continued  through  the  end 
of  1986,  contributing  to  the  continued  decline  in  the  dollar’s  value. 

Changes  in  tax  rates  at  home  and  abroad  reinforced  the  decline  in 
the  dollar’s  value.  Foreign  marginal  tax  rates  were  lowered  as  other 
nations  began  to  emulate  the  successful  U.S.  policies  of  the  early 
1980s.  At  the  same  time,  the  Tax  Reform  Act  of  1986  reduced  the 
relative  incentive  of  U.S.  citizens  to  invest  in  the  United  States  by 
raising  the  effective  tax  rate  on  capital  investments.  As  discussed  in 
Chapter  2,  it  also  provided  more  uniform  treatment  of  alternative 
types  of  investment  purchases.  The  elimination  of  the  deductibility  of 
nonmortgage  interest  on  personal  income  tax  returns  encouraged 
some  shifting  of  private  spending  away  from  consumer  durables  and 
toward  business  investment.  Notwithstanding  these  mitigating  forces, 
the  real  value  of  the  dollar  fell  until  early  1988. 

Compared  with  the  Bretton  Woods  system  of  pegged  but  adjusta¬ 
ble  exchange  rates,  the  system  of  flexible  exchange  rates  has  func¬ 
tioned  smoothly.  The  upheavals  of  the  1970s  and  1980s,  including 
two  large  oil  price  shocks,  sharp  changes  in  the  relative  prices  of 
other  commodities,  and  rapid  relative  movements  in  the  patterns  of 
international  monetary  and  output  growths  of  the  period,  were  regis¬ 
tered  in  wide  swings  in  exchange  rates.  Crises  in  international  re¬ 
serves  and  speculative  attacks  in  anticipation  of  dollar  devaluations 
were  nevertheless  avoided.  The  market’s  depreciation  of  the  dollar 
during  the  1970s  was  a  symptom  of  the  rapid  domestic  inflation.  As 
discussed  in  Chapter  1,  it  was  also  a  symptom  of  the  market’s  uncer¬ 
tainty  about  the  future  stance  of  U.S.  monetary  policy,  given  the 
stop-go  reactions  of  the  Federal  Reserve  to  the  events  of  the  period. 
During  the  1980s  the  market’s  assessment  of  real  factors,  such  as 


changes  in  relative  output  growth,  productivity,  and  marginal  tax 
rates,  have  played  a  dominant  part  in  determining  exchange  rates. 

A  frequent  comment  is  that  real  exchange  rates  have  been  more 
variable  in  the  fluctuating  exchange-rate  period  than  under  the  Bret- 
ton  Woods  regime.  Some  observers  interpret  the  increased  variability 
as  evidence  that  the  international  economy  has  become  less  stable. 
This  conclusion  is  unwarranted.  Changes  in  real  exchange  rates  are 
the  means  by  which  the  economy  adjusts  to  changes  affecting 
demand  and  output.  Increased  variability  of  real  exchange  rates  is 
entirely  consistent  with  greater  economic  stability  and  reduced  fluctu¬ 
ations  in  output,  employment,  and  the  price  level.  Studies  of  variabil¬ 
ity  in  output  and  prices  under  fixed  and  flexible  exchange  rates  sug¬ 
gest  that  despite  the  oil  shocks,  inflation,  and  then  disinflation  of  the 
1970s  and  1980s,  leading  countries  have  reduced  variability  of  prices 
and  output  in  the  flexible  exchange-rate  era. 

THE  DOLLAR  AND  COMPETITIVENESS 

Wide  swings  in  the  value  of  the  dollar  in  excess  of  U.S.  and  foreigfn 
inflation  differentials  have  had  pronounced  effects  bn  the  cost  com¬ 
petitiveness  of  American  manufacturers.  Dollar  depreciation  during 
the  late  1970s  raised  the  dollar  price  of  imports  relative  to  other  do¬ 
mestic  prices  and  temporarily  shielded  many  trade-sensitive  indus¬ 
tries  from  foreign  competition.  The  10  percent  real  depreciation  of 
the  dollar  between  the  first  quarter  of  1977  and  the  second  quarter 
of  1980  allowed  some  manufacturing  industries  to  remain  temporari¬ 
ly  profitable  despite  substantial  increases  in  real  wages  and  relatively 
slow  productivity  growth.  This  temporary  insulation  from  foreign 
competition  that  dollar  depreciation  provided  left  many  trade-sensi¬ 
tive  industries  unprepared  to  deal  with  heightened  competition  in  the 
1980s. 

The  unprecedented  surge  in  the  dollar’s  value  during  the  first  half 
of  this  decade  resulted  in  a  marked  loss  in  the  international  cost 
competitiveness  of  U.S.  industries.  This  loss  occurred  because  for¬ 
eign  exporters  to  the  United  States  could — and  did — charge  a  lower 
dollar  price  to  cover  the  same  level  of  home  currency  costs  when  the 
dollar  appreciated.  Between  the  second  quarter  of  1980  and  the  first 
quarter  of  1985,  a  period  when  the  inflation-adjusted  dollar  price  of 
a  trade-weighted  basket  of  currencies  of  10  major  industrial  countries 
fell  by  some  37  percent,  the  price  of  nonpetroleum  imports  relative 
to  U.S.  producer  prices  declined  by  18  percent.  Although  the  aggfre- 
gate  data  appear  to  suggest  that  foreign  producers  took  advantage  of 
the  surge  in  the  dollar  to  boost  both  sales  and  profits,  more  can  be 
learned  by  examining  the  dollar  prices  of  individual  categories  of  im- 


Table  3-1  shows  price  indexes  for  several  categories  of  U.S.  non- 
petroleum  imports  divided  by  the  producer  price  index  for  finished 
goods.  The  indexes  are  relative  to  a  base  of  100  in  the  second  quar¬ 
ter  of  1980.  Between  the  second  quarter  of  1980  and  the  first  quarter 
of  1985,  the  dollar  price  of  industrial  supplies  and  materials  imports, 
relative  to  producer  prices  for  finished  goods,  declined  by  28  percent, 
while  the  relative  prices  of  capital  goods  (excluding  autos)  and  con¬ 
sumer  durables  imports  declined  by  26  and  19  percent,  respectively. 
By  contrast,  the  relative  price  of  consumer  nondurables  imports  fell 
by  only  10  percent,  while  the  relative  price  of  auto  imports  rose  by 
1 1  percent.  This  divergence  in  relative  import  prices  reflects  several 
factors,  including  the  weakness  in  world  commodity  prices  during 
this  period,  technological  advance  in  the  production  of  capital  goods, 
and,  as  discussed  in  Chapter  4,  the  imposition  of  nontariff  barriers  in 
the  U.S.  auto  and  textile  industries.  Apart  from  the  impact  of  nontar- 
iff  barriers  on  the  dollar  prices  of  autos  and  textiles,  however,  it 
would  appear  that  much  of  the  real  appreciation  of  the  dollar  during 
the  first  half  of  this  decade  was  in  fact  passed  through  to  the  dollar 
prices  of  imports. 

Table  3-1. — The  Dollar  and  Import  Prices  Since  1980 
[1980  II  >  100] 


*  Dollir  price  el  the  trade  weighted  currencies  of  the  foreign  6-10  countries  phis  Switzerland  adjusted  for  changes  hi 
consumer  prices  in  the  foreign  countries  and  the  United  States. 

*  Rath)  of  the  GNP  fiaed  weighted  price  index  to  the  producer  price  index  for  finished  goods. 

Sources:  Department  of  Conunerce,  Department  of  Labor,  International  Monetary  Fund,  and  Council  of  Economic  Advisars. 

Because  of  the  passthrough  of  the  dollar’s  real  appreciation  to 
dollar  import  prices,  U.S.  manufacturers  lost  sales  to  their  foreign 
competitors.  This  loss  happened  despite  the  fact  that  unit  labor  costs 
were  rising  more  slowly  in  the  United  States  than  abroad,  the  result 
of  exceptional  productivity  gains  and  modest  wage  increases  in  U.S. 
manufacturing.  Specifically,  unit  labor  costs  in  U.S.  manufacturing 
rose  only  9  percent  during  the  first  half  of  this  decade  (and  have  ac¬ 
tually  fallen  since  1982)  while,  in  national  currency  terms,  average 
unit  costs  in  the  nine  largest  foreign  industrial  countries  rose  nearly 
18  percent.  When  measured  in  dollars,  however,  unit  labor  costs  in 
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these  nine  other  industrial  economies  fell  just  over  13  percent.  In¬ 
stead  of  experiencing  a  solid  9  (18—9)  percent  improvement  in 
international  cost  competitiveness  between  1980  and  1985,  the  surge 
in  the  value  of  the  dollar  brought  about  a  22  (—13—9)  percent  de¬ 
cline  in  relative  cost  com|>etitiveness  of  U.S.  manufacturers,  meas¬ 
ured  at  current  exchange  rates.  This  decline  was  in  line  with  the  rela¬ 
tive  price  declines  of  capital  goods  and  consumer  durables. 

The  real  depreciation  of  the  dollar  that  has  occurred  since  March 
1985  has,  in  conjunction  with  continued  rapid  productivity  growth 
and  modest  wage  increases,  restored  the  international  cost  comoeti- 
tiveness  of  many  U.S.  manufacturers.  In  particular,  relative  unit  labor 
costs  measured  in  dollar  terms  are  now  lower  than  they  were  in 
1980.  Although  dollar  import  prices  responded  with  a  longer-than- 
expected  lag  to  the  real  depreciation  of  the  dollar — actually  continu¬ 
ing  to  hdl  on  average  until  the  fourth  quarter  of  1986— manufactur¬ 
ing  output  and  exports  rose  in  1987  and  1988  as  higher  prices  for 
foreign  goods  shifted  domestic  and  foreign  demand  toward  U.S. 
goods. 

As  can  be  seen  in  the  table,  between  the  first  quarter  of  1985  and 
the  third  quarter  of  1988  the  inflation-adjusted  doUai'  price  of  for¬ 
eign  exchange  has  risen  33  percent — that  is,  to  84  percent  of  its  base 
in  the  second  quarter  of  1980.  The  dollar  price  of  imported  capital 
goods  relative  to  the  producer  price  index  for  finished  goods  rose  24 
percent,  reaching  a  level  last  recorded  in  the  first  quarter  of  1981. 
Similarly,  the  relative  dollar  price  of  imported  consumer  durables 
(excluding  autos)  has  jumped  22  percent,  and  is  now  about  the  same 
as  in  1980.  Reflecting  the  weaker  dollar  and,  peihaps,  the  voluntary 
export  restraints  on  Japanese  cars  and  the  quotas  on  textile  imports, 
the  relative  dollar  prices  of  imported  automobiles  and  consumer  non¬ 
durables  have  soared,  and  are  now  respectively  33  and  9  percent 
hi^er  than  in  1980.  By  contrast,  the  relative  dollar  price  of  industri¬ 
al  supplies  and  materials  has  risen  15  percent  since  the  first  quarter 
of  1985,  reflecting  the  modest  but  incomplete  recovery  in  conunodity 
prices  that  has  occurred  in  recent  years.  In  short,  the  relative  dollar 
prices  of  nonpetroleum  imports  have  risen  substantially  in  response 
to  the  real  depreciation  of  the  dollar  and,  excepting  industrial  sup¬ 
plies  and  materials,  are  currendy  near  or  above  their  levels  in  the 
second  quarter  of  1980. 

To  summarize,  the  real  appreciation  of  the  dollar,  and  not  sagging 
producdvity  growth  or  other  conunonly  alleged  causes,  was  the  pri¬ 
mary  source  of  the  deterioration  of  the  international  cost  competi¬ 
tiveness  of  U.S.  manuflicturers  during  the  first  half  of  this  decade. 
Moreover,  cost  competitiveness  has  been  restored  for  many  indus¬ 
tries  in  line  with  the  dollar’s  depreciation.  The  jump  in  dollar  import 
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prices  discussed  above  has  had  a  modest,  one-time  effect  on  the  price 
level;  but,  contrary  to  the  predictions  of  some  commentators,  dollar 
depreciation  has  not  set  ofif  another  round  of  accelerating  inflation. 
This  effect  is  not  surprising  because,  in  the  context  of  appropriate 
monetary  policy,  real  exchange-rate  changes  represent  relative  price 
changes  that  can  ultimately  change  the  price  level,  but  not  the  econo¬ 
my’s  long-run  inflation  rate. 

These  observations  do  not  imply  that  the  United  States  can,  or 
should,  rely  solely  on  exchange-rate  movements  to  improve  further 
its  competitive  position.  Real  exchange-rate  depreciation  can  increase 
competitiveness  in  the  intermediate  run  by  making  imports  more  ex¬ 
pensive,  but  at  the  cost  of  slower  domestic  real  income  growth  than 
would  otherwise  result.  In  contrast,  policies  to  promote  more  rapid 
productivity  growth  should  be  actively  pursued.  Faster  productivity 
growth  will  boost  both  international  competitiveness  and  real  stand¬ 
ards  of  living. 

INTERNATIONAL  POUCY  COORDINATION  UNDER  FLEXIBLE  EXCHANGE 
RATES 

Economic  theory  and  the  recent  exchange-rate  history  both  suggest 
that  monetary  and  fiscal  policies,  through  their  effects  on  inflation, 
inflationary  expectations,  and  real  output,  are  important  influences 
on  nominal  exchange  rates.  To  achieve  a  stable  value  of  the  dollar 
requires  not  only  predictable  and  restrained  monetary  policy  along 
with  sustainable  real  growth  in  the  United  States,  but  also  similar 
economic  conditions  abroad.  To  the  extent  that  wide  swings  in  the 
value  of  the  dollar  are  appropriate  market  responses  to  changes  in 
these  underlying  international  economic  conditions,  exchange  rates 
can  serve  as  signals  of  improved  prospects  or  deepening  problems  in 
these  underlying  factors.  Under  a  fixed  exchange-rate  regime,  data 
on  international  reserve  flows  have  to  serve  this  same  role.  Although 
exchange  rates  are  not  perfect  signals,  they  are  generally  more  in¬ 
formative  indicators  than  quantities,  such  as  reserve  flows. 

Disturbed  by  the  recent  large  exchange-rate  swings,  officials  from 
many  countries  and  other  observers  have  expressed  their  desire  for 
greater  exchange-rate  stability.  They  have  sought  to  find  ways  to  in¬ 
crease  the  coordination  of  sovereign  policies  in  order  to  help  stabi¬ 
lize  exchange  rates.  As  shown  in  many  studies,  however,  including 
those  commissioned  by  the  Versailles  Economic  Summit  in  1982, 
direct  sterilized  exchange-market  intervention  has  proved  to  be  of 
limited  value  in  reducing  exchange-rate  variability. 

Some  groups  of  countries  have  tried  an  adjustable  peg — notably 
the  European  Monetary  System  (EMS),  which  ties  several  currencies 
together  but  allows  some  variability  within  pre-arranged  bands.  This 


system  requires  either  a  common  monetary  policy  to  keep  inflation 
similar  or  strict  capital  controls  to  limit  precipitate  intercountry  asset 
flows.  Otherwise  countries  must  accept  periodic  adjustment  in  their 
exchange  rates.  Smaller  countries  tend  to  flx  their  exchange  rates  to 
those  of  larger  developed  nations.  As  is  evidenced  by  repeated  rea¬ 
lignments  within  the  EMS  and  repeated  devaluations  of  the  curren¬ 
cies  of  some  developing  nations,  an  adjustable  peg  system  contains 
all  of  the  inherent  drawbacks  of  modem  flxed  exchange-rate  regimes. 
The  inability  to  enforce  compatible  sovereign  monetary  and  fiscal 
policies  is  a  key  deficiency  of  these  systems. 

A  promising  approach  for  increasing  the  stability  of  exchange  rates 
focuses  on  the  coordination  of  domestic  policies  toward  inflation  and 
economic  growth.  Under  this  approach,  the  leading  industrial  coun¬ 
tries  adopt  mutually  compatible  economic  policies  to  achieve  sus¬ 
tained  growth  with  low  inflation.  Direct  exchange-rate  coordination  is 
not  required  to  achieve  these  principal  benefits. 

If  fully  enacted,  plans  for  a  single  internal  market  in  the  European 
Community  by  1992  could  contribute  to  increased  stability  of  ex¬ 
change  rates  within  Europe  by  encouraging  international  competi¬ 
tion,  which  will  help  to  keep  domestic  policies  in  line  across  coun¬ 
tries.  Some  European  leaders  have  suggested  that  the  1992  reforms 
be  followed  by  reforms  leading  toward  the  use  of  a  single  European 
currency.  If  widely  used  in  place  of  existing  monies,  a  common  cur¬ 
rency  would  require  a  unification  of  monetary  policies.  A  common 
currency  is  not  necessary,  however,  to  achieve  the  benefits  of  the 
sweeping  reductions  of  economic  barriers  proposed  for  Europe  in 
1992. 

No  country  acting  alone  can  achieve  both  price  and  exchange-rate 
stability.  Larger  countries  that  achieve  domestic  price  stability  pro¬ 
vide  a  public  good:  smaller  countries  can  then  fix  their  exchange 
rates  to  those  of  the  larger  countries  and  achieve  greater  price  and 
exchange-rate  stability.  For  the  larger  countries,  disturbances  to  ex¬ 
change  rates  caused  by  differences  in  actual  or  anticipated  inflation 
can  also  be  reduced,  and  exchange-rate  stability  can  increase.  A 
policy  of  this  kind  does  not  require  elaborate  control  procedures. 
The  benefits  can  be  achieved  if  each  of  the  major  countries  adjusts 
its  money  growth  rate  to  be  consistent  with  sustained  growth  at 
stable  prices  in  its  domestic  economy. 

This  arrangement  provides  the  opportunity  for  countries  to  choose 
increased  price  and  exchange-rate  stability.  Bretton  Woods  produced 
this  result  to  a  degree  and  for  a  time,  and  the  prosperity  of  the 
period  showed  that  benefit  is  to  be  had.  Nevertheless,  the  inability  of 
the  Bretton  Woods  system  to  weather  the  strains  of  changing  sover¬ 
eign  goals  suggests  that  an  overarching  system  of  pegged  but  adjust- 


122 


1  able  exchange  rates  will  not  serve  the  world  as  a  whole  as  well  as  the 

t  current  system  of  free  choice  in  forming  exchange-rate  arrangements, 

r  Productive  policy  cooperation  among  countries  includes  not  only 

>  consistent  monetary  and  fiscal  policies,  but  also  vigilant  reduction  of 

market  rigidities  and  barriers  to  trade  in  both  goods  and  financial 
assets.  Recent  discussions  among  developed  countries  with  regard  to 
i  the  plans  for  Europe  in  1992  and  at  the  Organization  for  Economic 


Cooperation  and  Development  (OECD)  indicate  increasing  regard 
1  for  reducing  the  institutional,  policy-supported,  and  structural  rigidi¬ 

ties  that  slow  or  even  prevent  market  adjustments  to  a  rapidly  chang- 
i  ing  world.  Postwar  institutions  such  as  the  General  Agreement  on 

1  Tariffs  and  Trade  (GATT)  and  the  International  Monetary  Fund 

(IMF)  have  also  devoted  themselves  to  reducing  such  market  imper¬ 
fections.  In  the  case  of  GATT,  direct  reductions  in  tariffs  as  well  as 
i  in  import  and  export  quotas  have  expanded  trading  opportunities 

throughout  the  world  and  have  increased  the  communication  among 
I  trading  nations.  The  IMF,  whose  original  role  as  defined  at  Bretton 

Woods  was  to  finance  temporary  payments  imbalances  under  the 
reg^e  of  fixed  exchange  rates,  has  taken  a  strong  stance  in  favor  of 
market  and  trade  liberalizations  for  countries  to  which  it  has  ex- 
i  tended  loans.  Progress  on  these  fronts  has  been  made,  though  much 

1  more  remains  to  be  achieved. 

i  EXPORTS,  IMPORTS,  AND  TRADE  BALANCES 

1  During  the  1980s  the  United  States  experienced  trade  deficits  rela¬ 

tive  to  output  of  a  persistence  and  magnitude  that  have  not  been 
;  seen  since  the  past  century.  The  increasing  external  deficits  of  the 

1980s  were  not  associated  with  rapid  inflation,  as  were  the  trade  defi- 
^  cits  of  the  late  1970s;  nor  did  they  weaken  the  economy  or  portend 

I  the  dire  economic  consequences  that  some  feared.  On  the  contrary, 

the  trade  deficits  of  the  1980s  reflected  the  relative  streng^  of  the 
>  U.S.  expansion.  Both  real  exports  and  real  imports  of  goods  and 

k  services  have  risen  on  average  since  the  last  quarter  of  1982.  The 

excess  of  imports  over  exports  during  that  period  provided  U.S.  citi- 
i  zens  with  additional  consumption  and  investment  goods  to  satisfy  the 

demand  generated  by  relatively  rapid  U.S.  real  growth.  Until  early 
1985  that  effect  was  reinforced  by  the  strong  dollar,  which  lowered 
the  relative  price  of  these  imports. 

I  External  trade  deficits  necessarily  imply  inflows  of  capital.  Whether 

the  ultimate  consequences  of  these  inflows  benefit  the  United  States 
depends  on  how  the  resources  are  used  and  on  whether  there  is  a 
bias  toward  consumption  in  the  United  States.  Such  a  bias  could  arise 
as  a  result  of  distortions  inherent  in  the  tax  system,  in  regulation,  or 
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in  government  spending.  Government  spending  and  transfers  shift 
toward  consumption  some  resources  that  the  private  sector  might 
otherwise  invest.  Government  spending  financed  by  borrowing  ab¬ 
sorbs  private  savings  unless  the  private  sector  acts  to  offset  the  sav¬ 
ings  r^uction.  An  understanding  of  the  causes  and  consequences  of 
the  trade  deficits  of  the  1980s  begins  with  their  definitions. 

MEASURES  AND  MEANINGS  OF  EXTERNAL  BALANCES 

Trade  and  current  account  balances  convey  information  about  ex¬ 
ports  and  imports,  net  international  borrowing,  and  net  international 
flows  of  capital.  In  order  to  disentangle  this  information,  it  is  helpful 
to  examine  the  meanings  of  the  external  balances  on  which  the 
United  States  collects  data. 

When  the  United  States  imports  more  goods  than  it  exports,  it  ex¬ 
periences  a  merchandise  trade  deficit.  Because  the  balance  on  mer¬ 
chandise  trade  is  restricted  to  trade  in  physical  goods,  it  is  too 
narrow  a  measure  of  the  many  things  traded  internationally  to  be  a 
reliable  signal  about  U.S.  trade.  Adding  U.S.  exports  and  imports  of 
services  (including  investment  income)  produces  net  exports  of 
goods  and  services.  Because  the  United  States  tended  in  the  past  to 
export  more  services  than  it  imported,  the  recent  deficit  on  net  ex¬ 
ports  tended  to  be  somewhat  smaller  than  that  of  merchandise  trade. 
The  net  service  balance  has  declined  recently,  so  that  the  difference 
between  the  merchandise  trade  and  net  export  balances  is  smaller 
than  in  the  past. 

The  balance  on  net  exports  as  measured  in  the  national  income 
and  product  accounts  (NIPA)  is  conceptually  similar  to  but  slightly 
narrower  than  the  balance  on  goods  and  services  as  measured  in  the 
international  transactions  of  the  Bureau  of  Economic  Analysis  (BEA). 
The  balance  on  net  exports  excludes  interest  payments  and  receipts 
on  government  liabilities;  but  these  investment  earnings  are  included 
in  BEA’s  balance  on  goods  and  services.  (The  NIPA  and  BEA  bal¬ 
ances  also  differ  in  the  way  they  account  for  certain  other  items  such 
as  gold,  capital  g^ins  and  losses,  and  data  revisions.)  A  still  broader 
measure  of  the  external  trade  balance  is  BEA’s  current  account, 
which  is  derived  by  adding  net  international  remittances,  pensions, 
and  other  unilateral  transfers  to  the  balance  on  goods  and  services. 
Because  the  United  States  tends  to  transfer  more  abroad  than  for¬ 
eigners  transfer  to  the  United  States,  the  current  account  deficit  ex¬ 
ceeds  the  deficit  on  net  exports.  The  balance  on  the  current  account 
is  the  most  inclusive  and  reliable  measure  of  the  value  of  the  net  flow 
of  U.S.  sales  to  foreigners. 

By  measuring  the  balance  between  exports  and  imports  of  goods 
and  services  in  constant  1982  dollars,  it  is  possible  to  determine  real 


net  exports.  This  measure  is  the  one  most  closely  associated  with  real 
GNP,  which  reflects  real  living  standards.  Because  differences  be¬ 
tween  net  exports  in  current  and  constant  dollars  reflect  changes  in 
the  relative  price  of  imports  and  exports,  however,  only  the  relative 
movements  of  the  balance  on  real  net  exports  are  meaningful.  For 
example,  in  1972  the  difference  between  exports  and  imports  in  cur¬ 
rent  dollars  was  positive,  implying  a  surplus  on  real  net  exports — that 
is,  net  exports  in  1972  dollars.  Between  1972  and  1982  the  price  of 
exports  went  up  by  a  factor  of  2.4,  while  the  price  of  imports  more 
than  tripled,  owing  primarily  to  the  two  oil  price  shocks  in  the  1970s. 
Reevaluating  1972  exports  and  imports  in  1982  dollars  increases  the 
value  of  imports  by  enough  more  than  the  value  of  exports  to  make 
1972  a  year  of  a  deficit  in  real  net  exports.  Conversely,  revaluing 

1982  net  exports  in  1972  dollars  raises  it  to  an  even  larger  surplus. 
Given  a  base  year  whose  prices  are  chosen  to  remain  constant,  meas¬ 
urement  can  be  made  of  relative  increases  and  decreases  of  the  bal¬ 
ance  on  real  net  exports,  but  not  of  whether  it  is  in  deficit  or  surplus. 

Chart  3-3  depicts  the  nominal  current  account  as  well  as  net  ex¬ 
ports  in  current  and  constant  1982  dollars  since  1963.  All  three 
measures  of  the  external  balance  exhibit  broadly  similar  patterns. 
Until  the  second  quarter  of  1983  all  three  measures  stayed  within  the 
ranges  exhibited  in  the  previous  postwar  history.  Beginning  in  1983, 
however,  all  three  accounts  deteriorated  substantially.  The  deficit  on 
real  net  exports  reached  its  peak  at  $151.8  billion  in  the  third  quarter 
of  1986.  Since  then  it  has  declined  from  4.1  percent  of  real  GNP  to 
2.3  percent.  The  deficit  on  net  exports  in  current  dollars  reached  its 
peak  in  the  last  quarter  of  1987,  and  has  since  turned  around.  Since 

1983  the  deficit  on  net  exports  has  averaged  1.8  percent  of  GNP, 
greater  than  any  deficit  experience  in  this  century,  but  about  the 
same  as  the  average  ratio  of  the  post-Givil  War  deficit  on  goods  and 
services  to  output  in  the  years  1869-75. 

A  deficit  in  net  exports  implies  several  things.  First,  it  implies  that 
total  spending  by  residents  of  the  United  States — government  and 
private  investment  and  consumption — is  greater  than  the  value  of 
GNP  or  domestic  income.  When  domestic  purchases  exceed  domestic 
production,  the  country  imports  the  excess  and  runs  a  deficit  on 
goods  and  services.  Alternatively,  it  implies  that  national  saving  is 
less  than  national  investment.  This  result  is  a  direct  consequence  of 
national  income  accounting  relationships.  Apart  from  some  relatively 
minor  items,  the  excess  of  national  investment  over  national  savings 
equals  the  excess  of  domestic  demand  over  GNP,  and  thus  the  deficit 
on  net  exports. 

Finally,  a  deficit  in  net  exports  implies  that,  on  net,  foreigners  are 
accumulating  claims  on  or  reducing  liabilities  to  the  United  States, 
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Chart  3-3 
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Net  Exports  and  the  Current  Account  Balance 

Billions  of  dollars  (seasonally  adjusted  annual  rates) 


’In  1982  dollars. 

Source:  Department  of  Commerce. 


either  in  the  form  of  direct  investment  or  acquisition  of  financial 
assets  (including  those  of  the  government).  A  current  account  deficit 
must  equal  in  magnitude  the  capital  account  surplus,  because  in 
order  to  purchase  current  goods  and  services  in  excess  of  those  sold, 
assets  must  be  sold  in  excess  of  those  purchased.  Elxcept  for  a  statis¬ 
tical  discrepancy,  the  current  account  deficit  equals  this  net  capital 
inflow,  which  in  turn  is  conceptually  similar  to  net  foreign  saving. 

Under  a  strictly  flexible  exchange-rate  regime,  the  exchange  rate 
adjusts  until  the  net  payments  offered  by  market  participants  balance 
exactly,  so  that  capital  account  transactions  exactly  offset  those  of  the 
current  account.  If  the  monetary  authorities  engage  in  capital  account 
transactions,  as  they  mig^t  under  fixed  exchange  rates  or  a  managed 
float,  a  current  account  deficit  must  equal  in  magnitude  the  surplus 
on  the  total  capital  account,  including  the  value  of  any  net  ofiBcial 
sales  of  international  reserves. 
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THE  CURRENT  ACCOUNT  BALANCE:  RECENT  HISTORICAL  EXPERIENCES 

Many  factors  can  lead  to  net  international  borrowing,  and  thus  to 
deficits  in  the  current  account.  In  some  cases  a  current  account  defi¬ 
cit  signals  an  inherent  problem  in  economic  policies  or  in  underlying 
economic  conditions.  In  other  cases  a  current  account  deficit  reflects 
a  healthy,  growing  economy  where  citizens  are  borrowing  in  order  to 
invest  and  consume  in  anticipation  of  a  robust  future.  Three  recent 
experiences  of  current  account  deficits  are  instructive  on  these  differ¬ 
ences:  the  first  occurred  between  early  1971  and  the  end  of  1972,  the 
second  between  mid- 1976  and  mid- 1980,  and  the  last  in  the  period 
since  the  third  quarter  of  1982. 

The  first  of  these  incidents  had  its  seeds  in  the  late  1960s,  as  the 
U.S.  dollar  creation  in  excess  of  amounts  consistent  with  the  mainte¬ 
nance  of  the  Bretton  Woods  Agreement  led  to  dollar  outflows  that 
exceeded  the  amount  of  dollars  willingly  held  by  foreigners  and  do¬ 
mestic  residents.  The  current  account  of  the  United  States  declined 
accordingly,  leading  to  the  balance  of  payments  deficits  and  the  accu¬ 
mulation  of  the  excess  supply  of  dollars  by  foreign  central  banks 
noted  in  the  previous  section.  Current  account  deficits  persisted  until 
early  1973,  when  the  dollar  was  finally  allowed  to  float  freely.  As  can 
be  seen  in  Chart  3-1,  the  value  of  the  dollar  fell  almost  without  ex¬ 
ception  throughout  the  period  both  in  real  and  nominal  terms,  while 
both  the  balance  on  real  net  exports  and  the  current  account  first  de¬ 
clined  and  then,  beginning  in  1972,  began  to  increase.  When  the  un¬ 
derlying  source  of  a  dollar  depreciation  is  excessive  money  creation, 
the  current  account  and  the  value  of  the  dollar  tend  to  deteriorate 
together. 

The  circumstances  characterizing  the  latter  1970s  appear  to  be 
similar.  The  rapid  U.S.  monetary  expansion  intended  to  combat  the 
high  unemployment  resulting  from  the  recession  of  1974-75  led  si¬ 
multaneously  to  higher  inflation,  a  depreciating  dollar,  and  a  declin¬ 
ing  current  account.  By  the  middle  of  1975  real  imports  began  to 
soar,  and  by  the  end  of  the  next  year  the  current  account  became 
negative.  The  deficits  on  the  current  account  and  real  net  exports 
began  to  shrink  in  1978.  The  inflation-fighting  stance  adopted  by  the 
U.S.  monetary  authorities  in  late  1979  helped  to  halt  the  deteriorat¬ 
ing  dollar  and  the  rapid  capital  outflows  of  the  period.  Real  exports 
picked  up  and  real  imports  slowed.  By  mid- 1980  the  current  account 
was  in  surplus  and  real  net  exports  were  rising  briskly.  In  1982,  how¬ 
ever,  the  current  account  again  fell  into  deficit,  followed  shortly  by  a 
decline  in  real  net  exports. 

Unlike  the  earlier  experiences  with  current  account  deficits,  both  of 
which  were  associated  with  excessive  money  growth  relative  to 
output,  the  experience  of  the  1980s  has  been  one  of  incentive-based 


fiscal  policy  and  an  inflation-fighting  stance.  The  recent  decline  in 
the  current  account  actually  began  in  1980,  when  the  prospect  of  re¬ 
duced  inflation  under  the  new  regime  of  monetary  restraint  raised 
real  after-tax  rates  of  return  in  the  United  States  relative  to  those 
abroad.  As  foreigners  beg^  to  increase  their  willingness  to  hold  U.S. 
assets,  the  U.S.  current  account  fell.  This  trend  was  reinforced  by  the 
effects  of  the  Economic  Recovery  Tax  Act  of  1981,  which  reduced 
corporate  taxes,  further  increasing  after-tax  real  returns  in  the  United 
States  relative  to  abroad.  The  dramatic  U.S.  expansion  beginning  in 
1982  came  at  a  time  when  many  U.S.  trading  partners  were  still  in 
the  throes  of  slow  growth  or  recession.  The  growth  of  total  public 
and  private  U.S.  demand  for  consumption  and  investment  goods, 
based  on  the  strength  of  the  expansion,  outstripped  the  growth  of 
current  U.S.  output.  This  increase  in  relative  U.S.  demand  resulted  in 
growing  current  account  deficits  accompanied  by  voluntary  private 
capital  inflows.  The  rising  real  value  of  the  dollar  amounted  to  a  rela¬ 
tive  price  effect  that  further  reinforced  the  income  effect  behind  the 
increased  relative  demand. 

In  the  past  few  years,  foreign  nations  have  begun  to  acknowledge 
and  emulate  the  success  of  U.S.  policies,  with  the  result  that,  since 
mid- 1987,  the  external  balances  have  begun  to  turn  around.  Foreign 
tax  reductions  and  monetary  restraint  have  reduced  foreign  inflations 
and  been  accompanied  by  increases  in  foreign  GNP  growth  that  have 
in  turn  increased  relative  foreign  demand.  The  prospect  of  reduced 
trade  and  structural  barriers  associated  with  the  1992  plan  for  a 
single  European  maiiiet  and  the  extension  of  the  European  Commu¬ 
nity  to  include  Spain  and  Portugal  have  resulted  in  sharp  increases  in 
investment  in  Europe.  Again,  the  decline  of  the  dollar,  which  partly 
reflected  these  improved  foreign  conditions,  has  helped  reinforce  the 
improvement  in  the  U.S.  current  account. 

A  frequendy  made  claim  is  that  recent  U.S.  current  account  deficits 
are  financing  a  U.S.  spending  spree  that  will  end  in  the  painful  cur¬ 
tailment  of  future  consumption  in  order  to  service  the  debt.  This 
result  is  possible  but  not  inevitable.  The  outcome  depends  on  how 
the  resources  are  used.  Borrowed  resources  enable  the  United  States 
to  increase  investment,  raising  productivity  and  future  output,  thus 
providing  the  resources  to  service  the  debt  out  of  higher  fiiture  in¬ 
comes.  On  the  other  hand,  relatively  low  U.S.  savings  and  investment 
rates  suggest  that  much  of  the  inflow  of  foreign  capital  is  instead 
being  diverted  to  current  consumption.  As  Chapter  1  showed,  how¬ 
ever,  measured  U.S.  investment  rates  are  understated  relative  to 
those  of  the  rest  of  the  world  because  education,  research  and  devel¬ 
opment,  and  consumer  durables,  on  which  U.S.  expenditure  is  rela¬ 
tively  high,  are  excluded  from  the  usual  measures  of  investment.  The 


encouragement  of  U.S.  investment  through  tax  laws  that  raise  expect¬ 
ed  after-tax  rates  of  return  and  make  uniform  the  tax  rates  on  alter¬ 
native  kinds  of  capital  has  been  a  goal  and  an  achievement  of  this 
Administration.  Raising  corporate  or  marginal  income  tax  rates  will 
discourage  further  investment  and  reduce  future  output,  making  the 
servicing  of  the  foreign  debt  more  difficult. 

During  the  1980s  the  large  U.S.  external  deficits  occurred  along 
with  large  U.S.  Government  budget  deficits.  While  the  concurrence 
of  these  deficits  has  often  been  noted,  a  precise  statistical  relation¬ 
ship  between  the  two  is  not  expected  on  theoretical  grounds  and  has 
not  been  found.  In  principle,  if  the  government  simply  taxes  less 
while  borrowing  more  in  order  to  finance  a  given  amount  of  govern¬ 
ment  expenditure,  the  private  sector  may  simultaneously  save  the  dif¬ 
ference  in  anticipation  of  the  higher  future  taxes  necessary  to  repay 
the  debt,  including  interest,  that  the  government  has  incurred.  Net 
borrowing  by  the  United  States  under  these  circumstances  would  not 
increase  if  the  only  factor  were  a  government  budget  deficit.  In  prac¬ 
tice,  government  expenditure  was  not  held  fixed  during  the  early 
1980s;  and  various  distorting  tax  laws  may  have  discouraged  suffi¬ 
cient  private  saving  to  offset  the  effects  of  the  government  borrow¬ 
ing.  Higher  economic  g^rowth  and  the  reduced  government  spending 
consistent  with  the  Gramm-Rudman-HoUings  deficit  reduction  plan 
will  contribute  to  higher  U.S.  saving,  and  hence  to  further  reductions 
in  the  current  account  deficit,  without  a  tax  increase. 

THE  CHANGING  U.S.  NET  ASSET  POSITION 

The  negative  current  accoimts  of  the  1980s  have  meant  annual  in¬ 
creases  in  the  net  claims  foreigners  held  on  the  United  States.  Even 
though  total  U.S.  holdings  of  foreign  assets  have  continued  to  in¬ 
crease  on  average  during  the  1980s,  foreign  ownership  of  U.S.  assets 
has  increased  at  an  even  faster  pace.  As  a  consequence,  the  postwar 
role  of  the  United  States  as  net  lender  to  and  investor  in  the  rest  of 
the  world  diminished  during  the  1980s.  According  to  official  esti¬ 
mates,  since  1985  the  United  States  has  acquired  a  position  of  net 
indebtedness  toward  the  rest  of  the  world,  a  position  last  assumed  by 
the  United  States  in  World  War  I.  At  the  end  of  1987,  total  U.S. 
assets  abroad  were  recorded  at  $1.17  trillion,  $368  billion  less  than 
recorded  foreign  assets  in  the  United  States.  Although  these  official 
estimates  may  substantially  underestimate  the  true  U.S.  net  asset  po¬ 
sition,  the  trend  implies  a  change  in  the  traditional  role  of  the  United 
States  as  a  net  lender. 

Although  measured  U.S.  net  external  indebtedness  in  1987  repre¬ 
sented  the  largest  net  nominal  amount  owed  by  any  single  country,  it 
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amounted  to  only  8.1  percent  of  GNP.  This  amount  is  small  com¬ 
pared  with  U.S.  net  indebtedness-to-GNP  ratios  in  the  latter  half  of 
the  19th  century.  Following  the  Civil  War  and  ag^n  following  the 
period  of  heavy  investment  in  railroads  during  the  1880s  and  1890s, 
this  ratio  reached  a  full  quarter  of  average  annual  GNP.  Based  on  esti¬ 
mates  produced  by  the  IMF,  Canada’s  net  external  debt  (excluding 
gold  holdings)  was  34  percent  or  more  of  Canadian  GDP  throughout 
the  1980s.  In  1987  the  service  on  the  gross  U.S.  debt  abroad 
amounted  to  less  than  2  p>ercent  of  GNP  and  was  less  than  U.S.  earn¬ 
ings  on  assets  abroad.  Even  a  further  increase  in  net  U.S.  debt  need 
not  be  a  problem  for  the  United  States.  By  continuing  to  increase 
U.S.  output,  the  productive  use  of  resources  will  keep  the  U.S.  net 
debt  and  its  servicing  from  growing  too  fast  relative  to  GNP.  Never¬ 
theless,  questions  alx>ut  the  causes  and  consequences  of  the  debt 
merit  examination.  It  is  helpful  to  begin  with  definitions  and  facts. 

At  the  end  of  1970  total  U.S.  assets  abroad  stood  at  $165  billion, 
54.7  percent  higher  than  foreign  asset  holdings  here.  Total  assets  in¬ 
clude  direct  investment,  other  private  assets  (such  as  bonds.  Treasury 
bills,  bank  deposits,  and  stock),  and  official  assets  such  as  interna¬ 
tional  reserves.  These  assets  had  largely  been  accumulated  during 
the  postwar  period,  as  the  United  States  contributed  heavily  to  the 
rebuilding  of  Europe  and  Japan  through  loans  and  direct  investment. 
On  average,  U.S.  assets  abroad  grew  somewhat  more  slowly  than  for¬ 
eign  assets  in  the  United  States  during  the  1970s.  From  the  end  of 
1979  to  the  end  of  1987,  however,  the  average  annual  rate  of  gjrowth 
of  foreign  assets  in  the  United  States  increased  from  the  16.2  percent 
per  year  of  the  1970s  to  17.7  percent  per  year,  while  the  average 
annual  rate  of  growth  of  U.S.  assets  abroad  fell  from  13.3  to  10.9 
percent. 

Chart  3-4  shows  the  total  U.S.  net  asset  position  abroad  and  two 
of  its  components  as  a  percentage  of  U.S.  wealth  net  of  depreciation. 
U.S.  net  wealth  consists  of  the  value  of  government  and  private  tan¬ 
gible  assets  (including  land,  structures,  inventories,  and  consumer 
durables),  and  net  U.S.  claims  on  foreigners  (including  both  net  fi¬ 
nancial  assets  and  net  direct  investment  abroad).  Because  the  net 
U.S.  asset  position  abroad  is  available  only  on  a  primarily  historical- 
cost  basis — that  is,  excluding  changes  in  asset  values  attributable  to 
capital  gains  or  losses  for  many  of  the  assets — net  wealth  is  also  com¬ 
puted  on  an  historical-cost  basis.  The  total  net  U.S.  asset  position 
abroad  was  1.8  percent  of  net  wealth  in  1970.  Although  U.S.  hold¬ 
ings  of  foreign  assets  continued  to  increase  on  average  even  relative 
to  U.S.  net  wealth,  the  percentage  of  net  wealth  represented  by  foreign 
asset  holdings  rose  more  rapidly.  Consequently,  by  the  end  of  1987  net 
foreign  assets  in  the  United  States  amounted  to  some  3.1  percent  of 
U.S.  wealth. 
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Chart  3-4 


U.S.  Net  Asset  Position  Abroad  as  Percent  of  Net  Wealth 


'Direct  investment,  other  private  assets,  and  official  assets. 

‘Nondirect  investment. 

Sources:  Department  of  Commerce  and  Board  of  Governors  of  the  Federal  Reserve  System. 


Several  factors  caused  the  reversal  of  the  net  asset  position  of  the 
United  States.  By  the  mid-1950s  Europe  and  Japan  had  recuperated 
from  the  war’s  devastation,  reducing  the  net  outflow  of  capital  from 
the  United  States.  The  incentives  to  use  U.S.  dollars  to  finance  the 
purchase  of  foreign  assets  created  by  the  arrangements  of  Bretton 
Woods  were  removed  with  its  breakdown  in  the  early  1970s.  In¬ 
creased  U.S.  private  and  official  lending  to  developing  nations  pardy 
offset  the  contraction  in  the  net  U.S.  capital  outflow  to  other  indus¬ 
trial  countries.  By  the  early  1980s,  however,  debt  repayment  prob¬ 
lems  on  the  part  of  those  developing  nations  reduced  their  ability  to 
borrow. 

At  about  the  same  time  U.S.  tax  laws  in  the  early  1980s  made  the 
country  a  relatively  desirable  and  safe  investment  for  its  trading  part¬ 
ners,  simultaneously  attracting  private  foreign  capital  into  the  United 
States  and  reducing  the  relative  desirability  to  Americans  of  foreign 
assets.  Additionally,  beginning  in  1982  the  robustness  of  the  eco- 
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nomic  expansion  in  the  United  States  led  to  an  increased  U.S. 
demand  for  goods  and  durables  for  consumption  and  investment 
piuposes.  The  result  of  these  forces  was  that  the  capital  account  defi¬ 
cits  in  the  1960s  gave  way  to  capital  account  surpluses  in  the  1980s, 
with  a  concomitant  annual  decline  in  the  net  lending  position  of  the 
United  States. 

As  can  be  seen  in  Chart  3-4,  U.S.  direct  investment  abroad  contin¬ 
ues  to  exceed  foreign  direct  investment  in  the  United  States.  In  the 
early  1980s,  however,  U.S.  direct  investment  abroad  declined  slighdy, 
while  foreign  direct  investment  in  the  United  States  continued  to  in¬ 
crease  rapidly,  resulting  in  a  decline  in  the  U.S.  net  investment 
abroad  to  0.4  percent  of  national  net  wealth  in  1987.  The  net  capital 
inflow  was  responding  to  the  rise  in  the  relative  U.S.  after-tax  real 
rate  of  return  experienced  in  the  early  1980s. 

The  most  variable  component  of  the  U.S.  net  asset  position  has 
been  that  of  other  private  assets,  which  include  financial  instruments 
but  exclude  direct  investment.  During  the  1980s  private  foreign  ac¬ 
quisition  of  U.S.  financial  assets,  particularly  U.S.  Treasury  bills,  has 
outpaced  even  the  fairly  rapid  increase  in  private  American  holdings 
of  foreign  nondirect  investment.  A  slowdown  in  private  U.S.  asset  ac¬ 
quisition  abroad  between  1982  and  1984  further  contributed  to  the 
decline  in  the  net  position.  These  private  asset  flows  again  reflect  the 
increase  in  expected  U.S.  after-tax  rates  of  return,  as  well  as  the  rela¬ 
tively  low  risk  associated  with  U.S.  Treasury  assets,  including  the  re¬ 
duced  risk  of  U.S.  inflation  during  the  1980s. 

The  figures  presented  in  Chart  3-4  and  above  substantially  under¬ 
estimate  the  U.S.  asset  position  relative  to  the  foreign  position.  Be¬ 
cause  direct  investment  is  valued  at  historical  cost,  the  increased 
mariiet  value  of  older  assets  is  not  taken  into  account.  American 
assets  abroad  are  of  a  relatively  older  average  vintage  than  foreign 
assets  here,  resulting  in  an  estimate  that  undervalues  the  net  U.S. 
asset  position.  Moreover,  the  current  definition  of  the  U.S.  asset  po¬ 
sition  counts  official  holdings  of  gold  as  claims  on  foreigners,  but 
values  the  gold  at  the  official  price  of  $42.22  per  troy  ounce.  Revalu¬ 
ing  official  gold  holdings  of  the  United  States  in  1987  at  $400  per 
troy  ounce  reduces  the  apparent  net  debtor  position  of  the  United 
States  by  one-fourth.  On  the  other  hand,  allowance  for  the  reduced 
maritet  value  of  U.S.  holdings  of  the  debts  of  troubled  developing 
countries  such  as  Brazil,  Mexico,  and  Argentina  tends  to  increase  the 
U.S.  net  debtor  position.  In  addition,  if  the  bulk  of  the  errors  and 
omissions  item  in  the  U.S.  capital  account  is  assumed  to  reflect  unre¬ 
corded  capital  inflows,  then  U.S.  liabilities  to  foreigners  are  also  un¬ 
derstated.  One  recent  estimate  correcting  for  some  of  these  measure- 


ment  deficiencies  suggested  that  the  United  States  continued  to  be  a 
net  creditor  in  1987  by  about  $50  billion. 

An  alternative  indicator  of  the  U.S.  asset  position  abroad  can  be 
inferred  from  international  earnings  flows.  Although  quarterly  earn¬ 
ings  are  not  strictly  related  to  the  market  value  of  the  investments, 
and  are  affected  by  tax  laws  governing  assessments  on  distributions, 
earnings  may  still  provide  a  gauge  of  the  market’s  valuation  of  the 
U.S.  net  asset  position  abroad.  Chart  3-5  shows  seasonally  adjusted 
quarterly  public  and  private  earnings  by  the  United  States  on  foreign 
assets  and  by  foreigners  on  assets  in  the  United  States  during  the 
1980s.  These  series  exhibit  a  good  deal  of  quarter-to-quarter  varia¬ 
tion  despite  seasonal  adjustment,  reflecting  changes  in  short-term  in¬ 
terest  rates,  the  exchange  rates  at  which  foreign  earnings  are  repatri¬ 
ated  into  the  United  States,  and  taxes.  Although  the  g^p  has  been 
closing  for  several  years,  quarterly  U.S.  receipts  exceeded  U.S.  pay¬ 
ments  on  assets  until  the  second  quarter  of  1988.  In  1987,  U.S.  re¬ 
ceipts  of  income  on  assets  abroad  exceeded  U.S.  payments  of  income 
on  foreign  assets  in  the  United  States  by  $20.4  billion.  By  this  meas¬ 
ure  the  net  asset  position  of  the  United  States  remained  positive  at 
least  through  the  end  of  1987.  Such  an  inference  does  not  take  ac¬ 
count  of  the  differences  in  interest  rates.  American  assets  abroad 
tend  to  earn  higher  rates  of  return  than  foreign  assets  in  the  United 
States.  This  difference  may  reflect  the  greater  relative  riskiness  of 
foreign  assets,  or  it  may  reflect  the  higher  realized  returns  that  come 
with  long-established  capital  investments.  On  the  other  hand,  it  may 
be  an  artifact  attributable  solely  to  comparing  earnings  with  the  arti¬ 
ficially  low  historical-cost  value  of  the  assets. 

Regardless  of  whether  the  net  U.S.  asset  position  is  still  positive, 
the  trend  has  certainly  been  for  it  to  decline.  The  year  1982  marks  a 
quickening  in  the  pace  at  which  foreign  net  lending  to  the  United 
States,  relative  to  wealth,  increased.  Since  that  year  foreign  non-offi¬ 
cial  lending  and  direct  investment  to  the  United  States  have  in¬ 
creased  by  151  percent,  while  U.S.  private  lending  and  direct  invest¬ 
ment  abroad  increased  by  44  percent.  The  largest  percentage  in¬ 
creases  in  foreign  holdings  of  U.S.  assets  during  the  period  were  in 
Treasury  securities  and  corporate  and  other  bonds.  During  this 
period,  after-tax  real  returns  in  the  United  States  had  increased  rela¬ 
tive  to  those  abroad,  attracting  the  large  private  capital  inflow. 

Foreign  holdings  of  U.S.  Government  securities  have  increased 
substantially  during  the  1980s.  Interest  payments  made  to  foreigners 
by  the  U.S.  Government  are  currently  2.6  percent  of  government  ex¬ 
penditures,  and  amount  to  18.7  percent  of  net  U.S.  Government  in¬ 
terest  payments.  The  inflow  of  foreign  funds  for  which  these  interest 
payments  serve  as  compensation  is  beneficial  in  several  ways.  It  helps 
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Chart  3-5 


Asset  Earnings  Flows 
Billbns  of  dollars  (seasonally  adjusted) 


to  keep  U.S.  interest  rates  dose  to  worid  levels.  It  frees  up  the  capital 
of  U.S.  dtizens  for  other  purposes.  To  the  extent  that  the  capital  has 
been  invested  productively  rather  than  consumed,  the  increase  in  ex¬ 
pected  future  income  attributable  to  that  investment  can  be  expected 
to  compensate  for  the  interest  payments  due  to  the  foreigners  who 
helped  finance  it. 

Althou^  the  majority  of  the  increase  in  net  foreign  claims  on  the 
United  States  has  been  in  financial  assets,  foreign  direct  investment 
in  the  United  States  has  also  increased  in  the  1980s.  Chart  3-6 
breaks  down  the  foreign  direct  investment  position  in  the  United 
States  since  1982  by  nationality.  Direct  investment  by  the  United 
Kingdom  represents  the  largest  component  of  foreign  ownership  in 
the  United  States,  averaging  25  percent  of  total  foreign  direct  invest¬ 
ment  since  1982.  The  Netherlands,  at  20  percent,  is  the  next  largest 
single  investor.  Other  European  direct  investment  averaged  22  per¬ 
cent.  Japanese  direct  investment  constituted  11  percent,  growing 
fix>m  8  percent  in  1982  to  13  percent  in  1987.  Canadian  and  other 
direct  investment  make  up  the  remainder. 
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Free  international  trade  in  assets,  including  direct  investment,  ben¬ 
efits  both  buyers  and  sellers.  At  the  same  time,  there  is  some  concern 
about  the  impact  of  foreign  direct  investment  on  national  security. 
The  Exon-Florio  provision  of  the  Omnibus  Trade  and  Competitive¬ 
ness  Act  of  1988  empowers  the  President  to  investigate  and  block 
foreign  direct  investment  for  reasons  of  national  security.  This  provi¬ 
sion  is  a  step  toward  meeting  those  concerns,  while  allowing  the 
United  States  to  maintain  an  open  investment  policy. 

Chart  3^ 

Foreign  Direct  Investment  Position 'in  the  United  States 

Billions  of  dollars 


1982  1983  1984  1985  1986  1987 


Source:  Department  of  Commerce. 

As  a  net  debtor  to  the  rest  of  the  world,  the  United  States  has  cer¬ 
tain  obligations.  In  order  to  service  the  debt  in  the  future,  the  Nation 
must  make  appropriate  use  of  the  resources  today.  By  continuing  to 
use  the  loan  proceeds  to  engage  in  productive  investment,  the 
United  States  can  service  the  future  debt  without  reducing  consump¬ 
tion  growth. 

Because  the  debt  of  the  United  States  is  denominated  in  U.S.  dol¬ 
lars,  inflation  in  the  United  States  would  have  the  short-run  effect  of 
reducing  the  real  value  to  foreigners  of  their  long-term  debt  instru¬ 
ments.  Such  an  inflation  would  reduce  the  role  of  the  dollar  as  a 
principal  world  currency  if  foreigners  became  hesitant  to  denominate 
debt  and  goods  contracts  in  dollars.  Since  1982,  when  the  current  in¬ 
crease  in  net  lending  to  the  United  States  started,  U.S.  inflation  has 


remained  under  control.  Nevertheless,  some  increase  in  the  interna¬ 
tional  roles  of  other  currencies  has  occurred. 

Table  3-2  compares  the  roles  of  various  currencies  in  the  denomi¬ 
nation  of  international  bond  issues.  Although  the  role  of  the  U.S. 
dollar  as  an  international  currency  is  no  longer  the  formal  one  as¬ 
signed  to  it  at  Bretton  Woods,  widespread  use  of  the  dollar  has  con¬ 
tinued  under  flexible  exchange  rates.  Since  1983,  however,  the  share 
of  the  U.S.  dollar  in  the  denomination  of  internationally  traded  finan¬ 
cial  assets  has  decreased  by  44.3  percent,  while  the  shares  of  the  Jap¬ 
anese  yen  and  other  currencies  have  increased  substantially.  Some  of 
those  increases  parallel  the  greater  share  of  lending  by  nations  whose 
increased  growth  and  financial  liberalizations  have  enabled  their  par¬ 
ticipation  in  world  credit  markets  to  soar.  As  nations  such  as  Japan 
have  opened  their  capital  markets,  in  part  at  the  urging  of  the  cur¬ 
rent  Administration,  their  currencies  have  come  to  play  a  larger  role 
in  the  denomination  of  international  loans  and  goods  payments. 
Some  of  the  increase  may  be  a  response  to  international  market  con¬ 
cerns  about  the  U.S.  response  to  the  temptation  to  incur  an  inflation, 
thus  reducing  the  real  value  of  the  debt  service  on  outstanding  debt. 
The  United  States  welcomes  the  increased  participation  of  other  na¬ 
tions  in  the  world’s  credit  markets.  Open  international  credit  markets 
benefit  the  citizens  of  all  coimtries.  At  the  same  time,  the  United 
States  continues  to  offer  credible  assurances  of  its  ability  and  inten¬ 
tion  fully  to  repay  its  real  debt  through  monetary  restraint  and  do¬ 
mestic  investment  incentives.  By  reducing  inflation  until  price  stabili¬ 
ty  is  restored,  and  continuing  its  policies  of  promoting  domestic 
growth,  the  United  States  will  ensure  the  continued  use  of  the  dollar 
throughout  the  world  as  a  means  of  payment,  a  unit  of  account,  and 
a  store  of  value. 


Table  3-2. — Currmey  Denomination  of  International  Bond  Issues,  1983-88 
[PirtMt  distribution] 


Year 

United 

States 

Japan 

West 

Germany 

Other 

1983 . 

78.3 

0.5 

8.1 

13.2 

1984 . 

80.0 

1.5 

5.3 

13J 

i«iw 

70.9 

4.8 

7.0 

17.2 

1986 

62.9 

9.9 

9.1 

18.1 

1QR7 

41.3 

16.1 

10.7 

31.9 

.43.6 

9.0 

12.9 

34.6 

Nott.— Oats  an  shares  ot  total  now  issues  of  iotemational  debt  Shares  may  not  sum  to  100  percent  duo  to  rounding. 
Source;  Organization  for  Economic  Cooperation  and  DaimlopnMnt 
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THE  DEBT  OF  DEVELOPING  NATIONS 


Compared  with  the  manageable  debts  of  developed  nations,  the 
external  debts  of  developing  nations  reached  unprecedented  levels 
during  the  late  1970s  and  early  1980s.  Between  1980  and  1982  the 
average  external  debt  of  developing  countries  reporting  their  loans 
to  the  World  Bank  g^ew  from  28  percent  to  36  percent  of  GDP.  Al¬ 
though  the  pace  of  new  lending  has  diminished  since  1982,  stagnat¬ 
ing  real  GDP  and  investment  in  many  of  those  countries  frirther  in¬ 
creased  average  external  debt  to  48  percent  of  GDP  by  1986. 

Although  no  generally  accepted  economic  criteria  exist  for  the 
maximum  sustainable  level  of  debt  a  country  can  bear,  the  experi¬ 
ence  with  developing  nations  during  the  late  1970s  and  early  1980s 
has  been  alarming  to  their  creditors.  Only  the  regions  of  South  and 
East  Asia  (including  the  Pacific)  continue  to  have  external  debt-to- 
GDP  ratios  within  the  range  experienced  recendy  by  developed  coun¬ 
tries.  The  ratios  for  the  African  nadons  south  of  the  Sahara  soared  to 
an  average  of  70  percent  in  1986.  The  average  debt  of  the  Latin 
American  and  Caribbean  countries  has  hovered  around  60  percent  of 
GDP  since  1983,  with  some  individual  countries  reaching  levels 
higher  than  100  percent.  Each  increase  in  debt  requires  a  permanent 
increase  in  the  net  exports  of  the  indebted  country  in  order  to  serv¬ 
ice  that  higher  debt.  Nevertheless,  during  the  1980s  the  exports  of 
many  of  these  countries  as  well  as  their  investment  have  slowed,  al¬ 
though  the  exports  of  some  highly  indebted  countries  have  improved 
since  1986. 

Beginning  with  Mexico  in  1982,  many  indebted  developing  nadons 
have  interrupted  servicing  pordons  of  their  debt,  in  some  cases  uni¬ 
laterally  declaring  moratoriums  on  both  principal  and  interest  pay¬ 
ments.  Official  lenders  such  as  the  members  of  the  Paris  Club  and 
various  consorda  of  commercial  banks  have  increasingly  devoted  re¬ 
sources  to  renegotiating  and  rescheduling  exisdng  private  and  official 
bilateral  debts.  Intemadonal  insdtudons  such  as  the  IMF  and  the 
World  Bank  have  played  a  leading  role  in  assisdng  these  renegod- 
adons.  Almost  one-third  of  the  esdmated  $1.2  trillion  worth  of  total 
debt  owed  by  developing  countries  in  1987  was  subject  to  renegod- 
adon  between  January  1980  and  September  1987.  Fifty  nadons,  rep- 
resendng  one-half  of  the  developing  countries  reporting  their  loans 
to  the  World  Bank,  were  involved  in  these  renegotiadons.  Proposals 
for  debt  relief  continue  to  be  presented,  despite  negotiated  reduc- 
dons  in  debt  servicing,  new  loans  and  investments,  and  somewhat  im¬ 
proved  economic  condidons  in  many  of  these  countries. 

The  causes  of  these  debt  problems,  the  implications  for  the  United 
States  and  other  lenders,  and  the  soludons  vary  by  debtor  country. 
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Nevertheless,  some  common  features  and  lessons  can  be  observed, 
beginning  with  the  meaning  of  the  debt  figures,  then  the  causes,  and 
finally  the  proposed  solutions. 

The  debt  totals  of  developing  nations  are  not  direcdy  comparable 
with  the  net  international  asset  positions  of  developed  countries.  The 
debt  totals  of  developing  nations  exclude  net  foreign  direct  invest¬ 
ment,  which  in  some  developing  countries  has  been  substantial.  On 
the  other  hand,  the  debt  figures  also  do  not  include  the  assets  of  the 
developing  countries  held  abroad.  In  many  cases,  capital  and  ex¬ 
change  controls  imposed  by  these  countries  limit  the  ability  of  their 
citizens  to  buy  foreign  assets,  suggesting  that  the  net  external  liability 
position  is  well  approximated  by  gross  external  debt.  However,  cap¬ 
ital  controls  do  not  prevent  and  may  encourage  capital  flight.  Al¬ 
though  by  definition  flight  capital  is  not  an  available  asset  of  the 
country  (for  example,  its  earnings  cannot  be  reached  for  tax  pur¬ 
poses  by  the  country  of  origin),  it  does  have  the  potential  for  repatri¬ 
ation  should  economic  conditions  at  home  improve,  because  citizens 
of  the  country  control  it.  Recent  estimates  of  the  flight  capital  of 
seven  highly  indebted  countries  suggest  that  it  may  represent  one- 
third  of  their  total  external  debt,  and  may  be  substantially  higher  for 
some  individual  countries.  Nevertheless,  even  though  the  external 
debt  figures  for  developing  countries  are  not  perfectly  comparable 
with  the  net  external  debt  statistics  available  for  developed  nations, 
they  are  likely  to  be  broadly  suggestive  of  their  current  position. 

The  debt  of  developing  nations  can  be  broken  into  short-term, 
long-term  unguaranteed,  and  long-term  guaranteed  debt.  Based  on 
IMF  estimates,  long-term  debt  guaranteed  by  the  debtor  countries 
accounted  for  75  percent  of  total  developing-country  debt  in  1987. 
Private  creditors  held  about  one-half  of  that  debt.  International  agen¬ 
cies  and  governments  held  the  remainder  of  the  long-term  publicly 
guaranteed  debt.  International  agencies  customarily  retain  seniority 
over  private  creditors  in  the  servicing  of  debt.  The  resources  that 
contributing  countries  provide  to  international  agencies  have  been 
increased  as  the  agencies  increased  their  responsibilities  in  addressing 
the  debt  problems.  The  United  States  recently  supported  a  $74.8 
billion  general  capital  increase  for  the  World  Bank  to  enable  it  to 
support  reforms  and  strengthen  its  role. 

Although  many  highly  indebted  countries  continue  to  be  good 
credit  risks,  maintaining  scheduled  principal  and  interest  payments 
and  occasionally  even  prepaying,  the  1980s  have  witnessed  a  large 
number  of  reschedulings.  Many  debtor  nations  have  also  fallen  into 
arrears  on  commercial  bank  loans.  Renegotiations  have  often  been 
preceded  by  brief  moratoriums  on  the  payment  of  principal  and,  in 
the  past  few  years,  interest  on  the  debts  of  some  countries. 
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Although  the  causes  for  these  troubling  events  vary  by  country, 
some  themes  stand  out.  First,  the  low  or  negative  real  interest  rates 
of  the  1970s  increased  borrowing,  while  the  high  real  interest  rates 
of  the  early  1980s  suddenly  raised  the  cost  of  servicing  the  outstand¬ 
ing  debt.  Some  of  the  effect  of  the  rise  in  cost  was  mitigated  by  the 
portion  of  the  debt  that  had  been  negotiated  at  the  lower  fixed  rates 
of  the  earlier  period,  notably  World  Bank  loans.  However,  most  of 
the  loans  were  at  premiums  over  the  floating  London  Interbank  Of¬ 
fered  Rate  (LIBOR),  the  benchmark  on  many  short-term  interbank 
loans.  While  the  average  interest  rate  on  new  commitments  of  official 
loans  went  from  5.2  percent  in  1975  to  7.5  percent  in  1982,  the  aver¬ 
age  market  interest  rate  on  new  private  commitments  went  from  8.6 
percent  in  1975  to  12.3  percent.  Because  much  of  the  debt  was 
denominated  in  U.S.  dollars,  unexpectedly  high  levels  of  real  debt 
service  resulted  from  the  high  real  interest  rates  and  strong  dollar 
that  accompanied  the  reduction  in  U.S.  inflation  during  the  early 
1980s  and  the  higher  expected  after-tax  real  rates  of  return  brought 
on  by  the  Economic  Recovery  Tax  Act  of  1981. 

Second,  the  effects  of  the  higher  real  interest  rates  of  the  early 
1980s  were  exacerbated  by  the  collapse  of  the  prices  of  many  com¬ 
modities  such  as  copper  and  oil,  on  which  particular  developing 
countries  had  relied  for  export  revenue.  In  some  cases  recoveries  in 
these  prices  have  contributed  to  improvements  in  the  solvency  of 
these  countries — notably,  copper  prices  for  Chile.  In  other  cases, 
such  as  oil,  prices  have  fallen  even  further.  As  long  as  some  countries 
depend  heavily  on  a  small  number  of  commodities  for  their  exports, 
such  high  variance  in  earnings  must  be  anticipated. 

A  third  common  cause  of  debt  problems  has  been  the  use  to  which 
the  loan  proceeds  were  put  in  some  countries.  In  some  cases,  poor 
investment  projects  simply  failed  to  pay  off.  Some  of  these  projects 
such  as  the  building  of  minor  roads  had  low  expected  payoffs  at  the 
time  the  investment  was  undertaken.  Others  were  initially  promising 
projects  that  ultimately  never  yielded  the  expected  return.  In  many 
countries  consumption  rather  than  investment  was  the  destination  of 
the  funds.  This  outcome  in  itself  need  not  signal  trouble,  especially 
for  a  nation  with  promising  prospects.  When  investment  is  insuffl- 
cient  to  cover  the  loan  repayments,  however,  consumption  eats  into 
wealth.  The  tendency  of  troubled  debtors  to  reduce  investment  more 
than  consumption  as  a  response  to  maintaining  repayment  schedules 
has  been  an  additional  complication  of  the  1980s.  This  response 
compounds  the  problem,  making  future  repayments  increasingly  dif¬ 
ficult.  In  some  cases,  too,  outright  fraud  and  corruption  may  have 
waylaid  funds  meant  for  productive  purposes. 
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Finally,  a  fourth  cause  of  the  debt  problem  was  the  further  deterio¬ 
ration  of  economic  conditions  within  these  countries.  Barriers  to 
trade  and  to  financial  transactions,  price  controls  and  fixed  exchange 
rates  coupled  with  high  domestic  inflation  rates,  high  marginal  tax 
rates,  and  the  nationalization  of  private  industry  handicapped  these 
countries  as  they  entered  the  difficult  passage  of  the  1980s.  In  many 
instances,  these  distorting  disincentives  were  increased  rather  than 
reduced  as  a  response  to  the  economic  downturns.  Capital  flight 
often  resulted.  The  very  capital  needed  by  these  countries  to  invest 
in  more  promising  industries,  rebuild,  and  repay  the  debts  moved 
quickly  out  of  the  countries  as  the  governments — through  inept  poli¬ 
cies  and  threatened  confiscation — reduced  the  incentives  to  keep 
wealth  at  home.  Policies  that  entice  this  capital  to  be  repatriated  can 
help  the  countries  achieve  domestic  economic  recovery  as  well  as 
return  to  timely  debt  servicing. 

Despite  the  difficulties,  some  countries  have  achieved  a  degree  of 
success  in  coping  with  their  problems.  South  Korea,  Mexico,  and 
Chile  have  all  improved  their  debt  standings.  For  Chile,  the  improve¬ 
ment  accompanied  sweeping  dereg^ation  of  domestic  markets  and  a 
consistent  inflation-fighting  stance,  leading  to  rapid  and  sustainable 
economic  growth  and  renewed  domestic  investment.  Based  on  its 
successful  performance,  Chile’s  creditors  unanimously  agreed  to  a 
partial  waiver  of  the  prohibition  against  buying  back  its  outstanding 
debt,  permitting  it  to  use  copper  earnings  in  excess  of  a  threshold 
value  to  repurchase  and  thus  extinguish  some  of  its  debt.  On  the 
other  hand,  countries  that  tried  to  raise  tax  revenue  via  inflation  have 
generally  fared  among  the  worst,  creating  the  greatest  amounts  of 
capital  flight,  incurring  repeated  currency  devaluations,  and  in  ex¬ 
treme  cases,  inducing  their  own  recessions  in  attempts  to  cure  their 
monetary  excesses. 

Progress  in  the  form  of  increased  gross  domestic  product  and  in¬ 
creased  export  earnings  has  been  initiated  on  average  in  the  15 
major  debtor  countries  targeted  by  the  Baker  Initiative  of  1985,  of 
which  Chile  is  one  example.  The  Baker  plan  streng^ened  and  ex¬ 
tended  many  of  the  existing  proposals  for  dealing  with  the  debt 
problems  of  the  developing  nations.  It  emphasized  four  essential  and 
mutually  reinforcing  elements;  first,  the  importance  of  achieving  sus¬ 
tained  economic  growth;  second,  the  need  for  market-oriented  re¬ 
forms  in  order  to  achieve  such  growth;  third,  new  debt  and  equity 
financing  as  well  as  the  return  of  flight  capital  to  help  support  such 
reforms;  and  fourth,  a  case-by-case  approach  to  address  the  individ¬ 
ual  needs  of  each  country. 

A  key  feature  of  the  plan  was  to  highlight  the  need  for  reform 
within  the  debtor  countries,  particularly  reform  in  areas  that  will  con- 
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tribute  to  renewed  investment  and  output  growth  so  that  the  net 
exports  of  these  countries  can  be  sufficient  to  service  their  debt  obli¬ 
gations.  Trade  and  financial  market  liberalization,  privatization,  de¬ 
regulation,  increased  reliance  on  market  prices  including  exchange 
rates,  and  fiscal  balance  can  help  these  countries  recuperate  and 
return  as  reliable  participants  in  world  credit  markets.  For  countries 
at  the  lowest  levels  of  income  that  undertake  appropriate  economic 
reforms,  initiatives  have  been  put  into  place  to  provide  substantially 
increased  concessional  financing. 

The  Baker  plan  continued  the  emphasis  on  the  need  for  voluntary 
negotiations  that  leave  room  for  individual  responses  to  the  wide  va¬ 
riety  of  problems  arising  in  a  particular  developing  country.  There 
can  be  no  grand  solution,  because  each  country  has  its  own  con¬ 
straints  and  opponunities.  Each  creditor,  and  each  borrowing  nation, 
must  be  free  to  negotiate  acceptable  terms.  This  approach  encour¬ 
ages  a  variety  of  debt  conversion  techniques  and  innovative  re¬ 
sponses  to  the  evolving  debt  climate. 

While  the  long-run  solution  to  the  debt  problem  must  be  directed 
at  regenerating  investment  opportunity  within  these  countries,  short- 
run  solutions  must  include  either  reschedulings  or  other  types  of  ne¬ 
gotiated  adjustment.  Reschedulings  basically  extend  the  maturity  of 
the  debt.  The  advantage  is  that  the  annual  principal  and  interest  pay¬ 
ments  are  reduced,  helping  a  country  through  a  temporary  downturn 
without  having  to  reduce  domestic  spending  further.  The  cost  is  that 
the  debt  increases  and  additional  interest  must  be  paid  in  the  future 
on  the  portion  of  the  principal  that  is  rolled  over.  Nevertheless,  for 
many  countries  this  step  has  been  useful. 

Some  types  of  negotiated  adjustment  reduce  the  creditor’s  expo¬ 
sure  without  affecting  the  obligations  of  the  borrower.  The  lending 
banks  are  currently  able  to  sell  their  debt  in  a  secondary  maricet. 
Doing  so  imposes  severe  costs  on  the  bank.  Typically,  the  discount  in 
the  secondary  market  is  substantial.  Following  the  sale,  the  bank 
must  adjust  its  balance  sheet  to  take  account  of  any  previously  unre¬ 
corded  difference  between  market  and  book  value.  Another  alterna¬ 
tive  is  swapping  the  debt  for  equity  equal  in  value  to  some  measure 
of  the  market  value.  Debt-equity  swaps  can  sometimes  benefit  all  par¬ 
ties.  Because  the  debtor  nation  stands  to  gain  by  reducing  its  interest 
payments,  the  value  of  the  equity  offered  often  exceeds  the  second¬ 
ary  market  price.  Part  of  the  debt  and  the  need  to  service  it  is  wiped 
out  for  the  debtor  country,  although  it  is  replaced  by  dividend  pay¬ 
ments  to  be  made. 

Under  a  debt-equity  swap,  capital  is  left  in  the  debtor  country  and 
a  working  relationship  remains  between  the  investor  and  the  nation. 
Direct  foreign  investment  contributes  to  improved  foreign  expertise 
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and  increases  competition  and  market  efficiency.  Some  risks  are  en¬ 
tailed  for  the  creditors.  For  example,  the  creditor  must  now  learn 
about  business  conditions  and  laws  in  these  foreign  countries,  a  risk 
that  is  fairly  substantial  and  is  outside  the  usual  province  of  banking 
expertise.  In  order  to  entice  banks  and  other  lenders  into  such 
swaps,  a  country  must  offer  assurances  minimizing  the  risks  of  na¬ 
tionalization,  of  denial  of  the  right  to  repatriate  the  dividends,  or  of 
imposing  exchange  controls.  Perhaps  as  a  consequence  of  these  risks, 
most  of  the  debt-equity  swaps  have  been  in  the  secondary  markets 
involving  private  investors  rather  than  banks’  involvement  for  their 
own  portfolios.  In  some  cases,  country  risks  associated  with  direct  in¬ 
vestments  qualify  for  U.S.  Government  guarantees  under  the  Over¬ 
seas  Private  Investment  Corporation  or  the  investments  can  be  in¬ 
sured  by  the  private  sector.  Correct  assessment  of  these  risks  for  the 
purpose  of  providing  insurance  is  difficult  but  essential  if  the  risks 
are  to  be  allocated  in  an  appropriate  and  unsubsidized  manner. 

Many  countries  face  internal  opposition  to  debt-equity  swaps  based 
partly  on  nationalistic  fears  about  foreign  control  of  capital,  and  sub¬ 
ject  the  swaps  to  severe  restrictions.  There  is  also  concern  that  the 
capital  inflow  at  the  time  of  the  exchange  will  raise  money  growth 
and  inflation,  although  this  problem  can  be  prevented  by  appropriate 
central  bank  action.  Despite  these  objections,  countries  have  found 
debt-equity  swaps  helpful.  Debt-equity  swaps  have  accounted  for  $10 
billion  to  $12  billion  in  debt  reduction,  or  almost  one-half  of  the 
total  debt  reduction  accomplished  since  1982,  and  have  been  carried 
out  successfully  in  Bolivia,  Brazil,  Chile,  Mexico,  the  Philippines,  and 
other  countries. 

In  some  cases  debt  reduction  has  been  accomplished  through  debt 
buybacks  where  either  the  private  or  public  sector  repurchases  the 
outstanding  debt  at  a  discount.  This  method  has  been  successful  in 
Brazil,  Bolivia,  Chile,  and  Mexico.  A  promising  innovation  is  the  op¬ 
portunity  to  swap  debt  for  bonds,  an  approach  tried  recently  in 
Mexico.  Perhaps  because  the  bonds  were  not  sufficiently  more  ap¬ 
pealing  in  marketability,  interest  security,  or  price  to  the  banks  than 
the  debt,  only  a  small  fraction  of  the  outstanding  debt  was  ex¬ 
changed.  Nevertheless,  experimentation  with  swaps  and  buybacks 
holds  the  promise  of  finding  arrangements  attractive  to  both  borrow¬ 
ers  and  lenders. 

Grand  schemes  that  attempt  to  encompass  all  of  the  individual 
debtor-country  problems  with  a  single  proposed  solution  should  be 
rejected.  Circumstances  differ  across  countries.  Furthermore,  propos¬ 
als  offering  to  transfer  part  of  the  debt  to  taxpayer-supported  facili¬ 
ties  may  discourage  countries  from  making  the  painful  adjustments 
required  to  bring  greater  efficiency  to  their  economies. 
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A  fine  line  separates  providing  the  proper  environment  for  suc¬ 
cessfully  resolving  the  debt  problems  and  offering  assistance  that 
may  ultimately  compound  the  problem.  Attention  must  be  paid  to 
the  incentives  and  disincentives  that  any  particular  plan  creates.  The 
offer  of  official  guarantees  or  an  official  program  offering  non¬ 
country-specific  relief  creates  free  rider  and  moral  hazard  problems, 
if  some  countries  are  tempted  to  declare  insolvency  in  order  to  qual¬ 
ify  for  the  aid.  Confronted  with  an  official  program  to  provide  relief, 
a  borrowing  country  has  an  incentive  to  act  in  ways  that  reduce  the 
market  value  of  its  debt  in  order  to  qualify  for  aid. 

As  long  as  the  choice  of  whether  and  how  to  renegotiate  the  debt 
remains  privately  and  individually  determined,  the  market’s  tradition¬ 
al  threat  to  limit  further  lending  to  recalcitrant  debtors  reduces  these 
disincentives.  Many  banks  have  now  recognized  that  the  maiitet  value 
of  the  debt  is  less  than  its  face  value.  Commercial  banks  are  increas¬ 
ingly  moving  to  reduce  their  developing-country  exposure  through  a 
variety  of  techniques,  including  decisions  to  swap  debt  for  equity, 
debtor  bonds,  or  other  local  claims  at  market  or  negotiated  prices. 
There  have  been  several  proposals  to  increase  the  incentives  for 
debtors  and  creditors  to  negotiate  such  voluntary  transactions.  There 
is  a  danger,  however,  that  many  of  these  proposals  would  involve 
either  additional  official  financing  or  a  shift  in  risk  from  the  private 
to  the  public  sector.  To  avoid  this  result,  debtors  and  creditors 
should  1^  encouraged  to  pursue  voluntary,  market-based  solutions  to 
debt  problems.  To  support  these  efforts,  debtor  countries  must  es¬ 
tablish  stable  economic  conditions  compatible  with  the  return  of 
flight  capital  and  sustainable  growth.  By  privatizing  state  industries 
and  liberalizing  restrictions  on  domestic  markets  and  international 
trade,  as  envisioned  in  the  Baker  Initiative,  these  countries  can  create 
an  economic  environment  that  is  conducive  to  long-term  growth  and 
solvency. 

International  financial  institutions  may  risk  increasing  their  expo¬ 
sure  in  order  to  sustain  full  service  of  outstanding  debt.  Such  in¬ 
creases  of  exposure  could  pose  fundamental  problems  for  the  long¬ 
term  viability  of  these  institutions.  It  is  imp>ortant,  therefore,  to 
review  the  role  of  the  IMF  and  World  Bank  in  the  debt  strategy  and 
their  relationship  to  commercial  bank  financing  packages. 

International  agencies  and  lending  governments  have  played  a  con¬ 
structive  role  in  preventing  the  debt  problem  from  degenerating  into 
a  crisis.  They  have  offered  a  route  for  continued  debt  renegotiation 
and  have  encouraged  economic  reform.  They  have  often  sought  to 
ensure  adequate  financing  that,  combined  with  commercial  bank  and 
Paris  Club  reschedulings,  would  meet  debtors’  financing  needs,  while 
leaving  specific  elements  of  financing  packages  and  any  debt-reduc- 
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tion  techniques  to  be  negotiated  between  the  debtor  nations  and 
conunercial  banks.  International  agencies  should  continue  to  encour¬ 
age  reforms  that  increase  market  incentives  and  reduce  government 
subsidies  and  deficits. 

The  chief  aim  of  the  United  States  and  international  agencies, 
should  be  to  continue  maximizing  debtor  nations’  prospects  for  last¬ 
ing  economic  reforms  and  sustainable  growth.  This  objective  is  ad¬ 
vanced  by  conditionality  which  ties  new  lending  to  programs  that 
foster  productive  investment,  growth,  and  market  freedom.  Under 
current  policy,  there  is  room  for  debtors  and  creditors  to  reach 
market-oriented  agreements  to  reduce  the  value  of  the  outstanding 
debt.  If  these  negotiations  proceed  more  actively,  international  agen¬ 
cies  could  continue  the  policy  of  making  new  loans  conditional  on  re¬ 
forms,  leaving  negotiations  between  debtors  and  private  creditors  to 
determine  changes  in  the  value  of  outstanding  debt  and  the  associat¬ 
ed  debt  service.  More  resources  could  then  be  available  to  encourage 
domestic  reform  and  increase  the  share  of  borrowing  from  interna¬ 
tional  org^anizations  used  for  productive  investment;  this  change 
would  heighten  debtors’  incentives  to  achieve  economic  reforms. 
Voluntary  agreements  leading  to  debt  reduction  would,  if  successful, 
lower  the  amount  of  debt  service  that  the  debtor  economies  would 
be  required  to  support. 

The  demise  of  the  Bretton  Woods  system  and  the  rapid  liberaliza¬ 
tion  and  accessibility  of  international  financial  markets  have  altered 
the  roles  of  the  IMF  and  the  World  Bank  in  a  more  general  sense. 
The  orig^inal  function  of  the  IMF  was  to  maintain  a  system  of  fixed 
exchange  rates  by  providing  short-term  loans  of  international  re¬ 
serves  to  ease  temporary  payments  imbalances.  This  function  was  di¬ 
minished  as  the  major  industrial  countries  adopted  flexible  exchange 
rates  and  were  able  to  meet  their  financing  needs  from  private  mar¬ 
kets.  Similarly,  the  World  Bank’s  original  commission  to  provide 
credit  to  developing  countries  for  investment  in  projects  such  as  in¬ 
frastructure  was  aided  by  the  increased  access  these  countries  ob¬ 
tained  to  financing  from  private  markets.  Over  time,  both  private  and 
government  credit  expanded,  and  by  the  early  1980s  many  countries 
were  deeply  in  debt.  What  beg^  as  an  effort  to  increase  insufficient 
maiiiet  lending  ended  in  a  crisis  exactly  the  opposite  in  character. 
Many  countries  borrowed  to  such  an  extent  that  they  now  face  diffi¬ 
culty  servicing  their  extensive  debts. 

At  the  urging  of  the  United  States  and  others,  the  IMF  and  the 
World  Bank  have  undertaken  increased  responsibility  to  assist  debtor 
countries  in  dealing  with  their  debt  problems.  The  IMF  and  the 
World  Bank  have  increased  their  financing  activities  in  support  of 
economic  reform  efforts  by  developing  countries  that  are  having  dif- 


ficulty  repaying  their  extensive  debts.  They  are  also  playing  a  more 
active  role  in  debt  renegotiations  between  developing  nations  and 
their  private  and  official  creditors.  This  change  in  mission,  however, 
has  blurred  the  traditional  distinction  between  the  two  institutions 
and  has  raised  fundamental  issues  regarding  their  purposes  and  op¬ 
erations  in  today’s  world  economy.  These  issues  require  careful  con¬ 
sideration.  The  roles  of  official  international  organizations  in  a  world 
of  flexible  exchange  rates  and  integrated  and  efficient  capital  maiiiets 
should  be  appropriately  reevaluated  and  redefined. 

CONCLUSION 

The  postwar  period  witnessed  an  unprecedented  transformation  of 
world  financial  markets.  In  the  early  1970s  the  regime  of  pegged  but 
adjustable  exchange  rates  devised  in  1944  at  Bretton  Woods  proved 
unable  to  withstand  the  diversity  of  independent  sovereign  policies 
that  had  evolved.  The  regime  gave  way  to  the  system  of  flexible  ex¬ 
change  rates  now  in  use.  That  system  proved  able  to  accommodate 
differing  domestic  monetary  and  fiscal  poLdes  during  the  1970s,  sig¬ 
nificant  shifts  in  international  capital  flows,  and  increased  interna¬ 
tional  coordination  of  inflation-fighting,  incentive-based  policies 
during  the  1980s. 

A  multinational  system  of  fluctuating  exchange  rates  was  a  new  ex¬ 
perience  for  the  world.  Wide  swings  in  the  value  of  the  dollar  during 
the  1970s  and  1980s  reflected  underlying  changes  in  worldwide  do¬ 
mestic  policies  and  events,  including  changes  in  relative  inflation, 
marginal  tax  rates,  expected  real  after-tax  rates  of  return,  and  pro¬ 
ductivity.  Moreover,  the  advent  of  the  system  of  flexible  exchange 
rates  accompanied  rapid  growth  in  the  volume  of  financial  assets  and 
the  development  and  liberalization  of  financial  markets  in  many  parts 
of  the  world.  New  instruments  and  new  procedures  developed.  It  is 
not  surprising  that  some  time  passed  before  central  banks  and  gov¬ 
ernments  learned  to  operate  effectively  to  control  inflation. 

The  current  system  of  flexible  exchange  rates  permits  countries  to 
achieve  desired  rates  of  inflation.  In  the  1980s  many  countries  have 
embarked  on  policies  to  lower  inflation,  and  they  have  succeeded 
much  better  than  in  the  past.  Countries  acting  alone  must  choose  be¬ 
tween  price  and  exchange-rate  stability.  By  choosing  compatible  poli¬ 
cies,  countries  can  achieve  the  goals  of  price  stability  and  sustainable 
output  growth  and  can  thereby  reach  the  additional  goal  of  increased 
exchange-rate  stability. 
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By  focusing  on  long-term  growth,  price  stability,  and  open  trade,  the 
United  States  has  been  able  to  achieve  the  longest  peacetime  expan¬ 
sion  in  its  history.  The  United  States  has  simultaneously  encouraged 
the  rest  of  the  developed  and  developing  world  in  its  renewed  regard 
for  the  incentive-based,  free-market  policies  that  have  enabled  the 
United  States  to  achieve  this  goal.  The  continuation  of  these  policies 
can  lead  to  the  economic  prosperity  that  is  the  common  goal  not  only 
of  the  United  States  but  of  all  nations  of  the  world. 
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CHAPTER  4 


World  Trade  and  Economic  Growth 

AS  WORLD  WAR  II  DREW  TO  AN  END,  much  of  the  industrial 
world  lay  in  ruins.  Hunger  and  despair,  not  hope,  prevailed  in  war- 
tom  Europe  and  Asia.  Political  events — first  in  Eastern  Europe,  later 
in  Asia — threatened  the  stability  and  freedom  of  nations  on  those 
great  continents.  The  United  States  emerged  from  the  war  stronger, 
and  more  productive,  than  ever  before.  At  this  critical  juncture  in 
world  history,  the  United  States  had  a  choice:  to  return  to  an  isola¬ 
tionist,  protectionist  policy,  as  it  had  in  the  interwar  period,  or  to 
assume  the  mantle  of  leadership  that  lay  open  to  it.  If  it  chose  the 
latter  route,  it  would  have  to  decide  what  kind  of  postwar  world  to 
foster— one  that  guaranteed  its  own  prosperity  and  security,  while 
seeking  to  maintain  weaker  countries  as  political  and  economic  inferi¬ 
ors,  or  one  that  offered  all  nations  the  prospect  for  prosperity  and 
freedom  enjoyed  in  the  United  States. 

In  looking  back  upon  the  past  four  decades,  it  is  clear  that  the 
United  States  discharged  its  leadership  responsibilities  by  helping  to 
construct  a  world  that  offered  hope,  freedom,  and  the  chance  for 
prosperity  for  all  who  sought  it.  The  cornerstone  of  U.S.  policy  was  a 
vision  of  a  world  united,  not  divided;  one  in  which  the  nations  of  the 
world  were  free  to  exchange  their  goods,  and  their  ideas,  for  the  bet¬ 
terment  of  all.  Rather,  than  trying  to  subjugate  Europe  and  Japan 
economically,  the  United  States  sent  massive  foreign  aid  to  rebuild 
their  economies.  And  rather  than  attempting  to  perpetuate  historical 
divisions  within  Europe  in  order  to  maintain  its  superiority,  America 
dispensed  the  aid  in  a  way  that  fostered  cooperation  among  those 
countries,  so  that  mutual  economic  and  political  cooperation  would 
replace  the  hostilities  of  the  past.  Today,  Europe  stands  on  the  brink 
of  economic  union,  and  the  Organization  for  European  Economic 
Cooperation  formed  to  coordinate  the  distribution  of  American  aid 
in  Europe  has  evolved  into  one — the  Org^anization  for  Economic  Co¬ 
operation  and  Development — that  includes  the  world’s  great  industri¬ 
al  democracies. 

American  policymakers  also  recognized  that  trade,  as  well  as  aid, 
was  an  indispensable  ingredient  in  postwar  reconstruction.  Thus,  the 
General  Agreement  on  Tariffs  and  Trade  (GATT),  which  celebrated 
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its  40th  anniversary  this  past  year,  was  formed  to  reduce  trade  bar¬ 
riers  that  had  been  elevated  in  the  interwar  period.  These  barriers, 
notably  the  Smoot-Hawley  tariff,  were  intended  to  protect  American 
jobs  and  prosperity,  but  had  instead  lowered  world  trade  and  in¬ 
comes.  The  principles  of  open  and  fair  trade  laid  down  in  the  GATT 
recognized  that  opening  U.S.  markets  to  foster  reconstruction  abroad 
would  also  create  jobs  and  prosperity  at  home. 

Today,  the  fruits  of  this  policy  are  apparent.  The  gfrowth  rates  of 
the  industrialized  countries  during  these  past  40  years  are  virtually 
without  paiT.llel.  Yet  some  see  this  phenomenal  success  as  a  cause  for 
concern.  Despite  enormous  increases  in  productivity  and  living  stand¬ 
ards  in  the  United  States,  they  see  the  narrowed  gap  between  living 
standards  here  and  abroad  as  a  threat,  rather  than  as  the  successful 
culmination  of  American  policy.  They  cry  that  the  Nation  must  pro¬ 
tect  American  jobs  and  American  industry;  that  it  must  close  its  bor¬ 
ders,  thereby  fhistrating  the  aspirations  of  developing  countries 
today,  as  well  as  imposing  enormous  costs  upon  its  own  populace.  As 
this  chapter  reviews  the  past  40  years  of  trade  policy,  it  is  important 
to  recall  the  devastating  experience  of  the  1930s — a  time  of  isolation¬ 
ism — as  well  as  the  remarkable  explosion  in  economic  prosperity  that 
accompanied  the  openness  of  the  postwar  period.  It  is  also  crucial  to 
recognize  those  aspects  of  the  international  trading  system,  and  of 
GATT  in  particular,  that  can  be  improved  upon,  for  these  issues  will 
constitute  the  agenda  for  the  future.  The  Nation’s  goal  should  not  be 
to  close  markets  at  home,  but  rather  to  continue  to  open  markets 
throughout  the  world. 

ECONOMIC  GROWTH  AND  TRADE  IN  THE  POSTWAR  WORLD 

The  end  of  World  War  II  left  a  changed  political  and  economic 
map.  While  the  United  States  emerged  from  the  war  greatly  strength¬ 
ened,  the  economic  output  and  industrial  capacity  of  many  of  the 
combatants  had  been  sharply  reduced.  Economic  output  in  1946  was 
well  below  its  pre-war  (1939)  level  in  France,  Italy,  West  Germany, 
and  Japan.  As  late  as  1950,  output  in  West  Germany  and  Japan  had 
not  returned  to  pre-war  levels.  By  contrast,  U.S.  output  in  1950  was 
two-thirds  larger  than  the  pre-war  level,  having  grown  on  average 
nearly  4.8  percent  per  year. 

From  this  inauspicious  beginning,  the  rest  of  the  industrial  world 
soon  joined  the  United  States  in  experiencing  rapid  economic 
growth.  Average  world  output  over  the  period  1950-86  grew  at  an 
average  rate  of  more  than  4.2  percent,  nearly  doubling  the  2.2  per¬ 
cent  growth  rate  over  the  period  1870-1950.  Even  during  the  eco- 
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nomic  expansion  from  1870-1913,  output  had  grown  at  an  average 
rate  of  only  2.5  percent. 

While  Japan,  West  Germany,  Italy,  and  France  offer  the  most  dra¬ 
matic  examples  of  this  phenomenon,  every  major  industrial  country, 
with  the  sole  exception  of  the  United  States,  experienced  faster 
growth  in  the  postwar  period  than  in  the  period  1870-1913  (Table 
4-1).  When  viewed  in  terms  of  output  per  man-hour — a  measure  of 
productivity — the  superior  postwar  performance  is  even  more  strik¬ 
ing.  Average  productivity  in  the  major  industrial  countries  grew  at 
almost  3.8  percent  during  the  postwar  period,  as  compared  with  1.7 
percent  from  1870-1913.  Not  only  was  productivity  gfrowth  generally 
higher  in  the  postwar  period  than  earlier,  but  also  in  many  countries 
the  growth  rate  more  than  doubled,  and  in  Japan  and  Italy  it  more 
than  tripled  the  rate  in  the  1870-1913  period. 

Accompanying  this  rapid  economic  growth  was  an  even  more  rapid 
increase  in  trade  flows  between  countries.  As  can  be  seen  from  Table 
4-1,  exports  gfrew  quickly  during  the  periods  1870-1913  and  1950- 
87,  while  they  were  relatively  stagnant  from  the  onset  of  World  War 
I  to  1950.  Furthermore,  trade  has  expanded  more  rapidly  in  the 
postwar  period  than  in  the  earlier  period  of  economic  gfrowth.  The 
growth  in  world  trade  is  attributable  to  a  number  of  factors,  includ¬ 
ing  dramatic  declines  in  tariff  barriers  throughout  the  industrial 
world  and  the  reduction  of  internal  barriers  in  Europe  with  the  for¬ 
mation  of  the  European  Community  (EC) — a  development  promoted 
by  the  United  States.  The  expansion  in  trade  is  most  notable  for 
those  countries  that  gfrew  most  rapidly— Japan,  West  Germany,  Italy, 
and  France.  For  the  period  from  1957 — when  the  EC  was  formed — to 
1970 — by  which  time  all  internal  tariffs  had  been  eliminated — export 
volumes  for  France  and  West  Germany  increased  by  more  than  230 
percent  each,  while  Italian  exports  grew  by  more  than  425  percent. 
During  this  same  period,  exports  from  the  United  Kingdom,  which 
did  not  join  the  EC  until  1973,  increased  by  only  67  percent.  The 
comparable  movements  in  g^oss  domestic  product  (GDP)  are  also  in¬ 
dicative,  with  output  levels  in  France,  Italy,  and  West  Germany 
roughly  doubling,  but  output  in  the  United  Kingdom  increasing  by 
only  45  percent. 

The  postwar  expansion  was  not  confined  to  industrialized  coun¬ 
tries.  Some  countries  that  were  impoverished  at  the  start  of  this 
period  made  remarkable  strides  toward  joining  the  ranks  of  the  in¬ 
dustrialized  world.  Between  1965  and  1985  developing  economies  as 
a  whole  grew  at  an  average  rate  of  more  than  5  percent.  Among  the 
most  successful  economic  performers  were  Singapore,  Hong  Kong, 
and  South  Korea.  Singapore  and  South  Korea  g^ew  at  annual  rates  of 
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Table  4-1. — Outfmt  and  Export  Growth,  1870-1987 
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more  than  9  percent,  while  Hong  Kong’s  annual  growth  rate  was 
nearly  8  percent. 

As  in  Europe,  rapid  expansion  of  exports  accompanied  fast  overall 
growth  in  developing  countries.  Studies  show  that  for  the  period 
1963-85  real  g^oss  national  product  (GNP)  per  capita  grew  at  more 
than  6  percent,  and  manufactured  exports  g^ew  at  more  than  14  per¬ 
cent,  for  developing  economies  with  a  strong  outward,  trade-promot¬ 
ing  orientation,  while  for  the  same  period  countries  characterized  as 
strongly  inward-oriented  and  favoring  self-sufficiency  had  real  GNP 
per  capita  growth  rates  averaging  1  percent  and  manufactured  export 
growth  rates  under  5  percent.  Successful  export-led  growth  in  many 
developing  countries  could  not  have  occurred  without  the  liberaliza¬ 
tion  of  industrial  country  markets  in  the  postwar  period.  Yet  the 
gfreater  su«.«.esses  have  occurred  in  developing  countries  that  have 
also  opened  their  own  markets  to  imports.  Singapore  and  Hong 
Kong  probably  have  the  world’s  most  liberal  trade  regimes.  Although 
it  still  has  much  room  for  progress.  South  Korea  initiated  major 
trade  liberalization  efforts  in  the  1960s  and  ag^in  more  recently. 

TARIFF  UBERAUZATION  IN  THE  POSTWAR  PERIOD 

Today,  U.S.  tariffs  are  the  lowest  in  history,  with  average  tariff 
rates  on  all  imports  under  4  percent.  This  dramatic  reduction  in  tar¬ 
iffs  represents  the  progress  achieved  by  steady  efforts  over  the  past 
50  years  to  lower  tariff  barriers,  both  at  home  and  among  U.S.  trad¬ 
ing  partners.  The  United  States  had  not  always  been  at  the  forefront 
of  tariff  liberalization,  however.  In  the  19th  and  early  20th  centuries, 
the  United  States  had  a  far  more  protectionist  trade  regime  than  did 
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much  of  Europe.  While  the  United  Kingdom  had  pursued  a  policy  of 
essentially  free  trade  prior  to  World  War  I,  the  United  States  had 
consistently  maintained  high  tariffs.  From  the  end  of  the  Civil  War  to 
1900,  U.S.  tariff  rates  averaged  nearly  30  percent  on  all  imports,  and 
more  than  40  percent  on  dutiable  imports,  i.e.,  those  imports  subject 
to  tariffs  (Chart  4-1). 

U.S.  Tariff  Rates,  1860-1987 


Percent 


1860  1870  1880  1890  1900  1910  1920  1930  1940  1950  1960  1970  1980 


Source:  Department  of  Commerce.  ^ 

The  early  1900s  saw  several  reversals  in  U.S.  tariff  policy.  The  Un¬ 
derwood  Tariff  of  1913  reduced  tariff  rates  substantially,  to  an  aver¬ 
age  of  under  13  percent  on  all  imports  by  1915.  But  setbacks  oc¬ 
curred  following  World  War  I,  as  the  United  States  resumed  a  pos¬ 
ture  of  political  and  economic  isolationism.  The  Congress  refused  to 
approve  U.S.  membership  in  the  League  of  Nations,  and  the  Ford- 
ney-McCumber  Tariff  of  1922  brought  the  average  tariff  rate  on 
goods  subject  to  duties  back  up  to  nearly  45  percent  by  1930.  The 
economic  downturn  sparked  by  the  1929  stock  market  crash  prompt¬ 
ed  the  Congress  to  go  even  further,  and  the  Smoot-Hawley  tariff  it 
passed  in  1930  established  the  highest  tariff  rates  in  U.S.  history.  By 
1932  the  tariff  rate  on  dutiable  imports  averaged  nearly  60  percent. 
The  combination  of  high  tariffs  and  the  ensuing  depression  led  to  a 


sharp  decline  in  imports:  between  1930  and  1934  the  dollar  value  of 
U.S.  imports  fell  by  nearly  50  percent.  But  the  intended  goal  of  pro¬ 
tecting  American  jobs  proved  elusive.  Exports  shrank  as  U.S.  trading 
partners  mounted  retaliatory  tariffs,  and  the  economy  continued  to 
deteriorate. 

The  passage  of  the  Reciprocal  Trade  Agreements  Act  of  1934 
marked  the  beginning  of  the  U.S.  tariff  reduction  policy  that  has  en¬ 
dured  to  the  present.  Using  the  authority  to  negotiate  reciprocal 
tariff  reductions  on  nonag^cultural  goods  by  up  to  50  percent  of 
their  Smoot-Hawley  levels,  the  United  States  had  entered  into  more 
than  20  bilateral  agreements  by  the  beginning  of  World  War  11.  This 
approach  brought  average  tariff  rates  back  down  to  35  percent  of  du¬ 
tiable  imports  (and  12.5  percent  of  all  imports)  by  1940.  The  turna¬ 
round  in  trade  flows,  aided  by  the  economic  recovery,  was  dramatic: 
from  1934  to  1939  U.S.  imports  and  exports  increased  by  40  to  50 
percent. 

Although  the  trade  negotiations  conducted  at  this  time  were  on  a 
bilateral  basis,  they  already  embodied  a  principle  of  nondiscrimina¬ 
tion  central  to  the  multilateral  approach  the  United  States  would 
promote  after  the  war.  Tariff  reductions  were  applied  not  only  to  ne¬ 
gotiating  parties  but  to  other  trading  partners  as  well,  on  a  most-fa- 
vored-nation  basis.  The  scope  of  the  pre-war  liberalization  exercise 
was  limited,  however,  as  major  trading  nations  such  as  Japan  and 
many  in  Europe  chose  not  to  participate.  The  outbreak  of  World  War 
11  interrupted  U.S.  efforts  toward  freer  trade. 

U.S.  POSTWAR  OBJECTIVES 

The  United  States  emerged  from  World  War  II  as  the  world’s 
dominant  military  and  economic  power.  Yet  Soviet  expansionism  in 
Eastern  Europe,  and  civil  war  in  China,  threatened  global  stability. 
Recognizing  that  political  stability  required  economic  prosperity,  the 
United  States  adopted  a  policy  of  promoting  rapid  economic  growth 
abroad.  The  three  pillars  of  this  policy  were:  a  stable  international 
monetary  system  to  finance  international  transactions;  an  open  trad¬ 
ing  system  to  foster  global  economic  growth  and  cooperation;  and 
economic  aid  to  help  speed  postwar  reconstruction.  This  chapter  fo¬ 
cuses  on  the  trade  component  of  American  policy. 

The  economic  principles  that  govern  trade  among  nations  are  es¬ 
sentially  the  same  as  those  that  govern  trade  among  regions  of  a 
single  nation,  or  among  individuals.  Just  as  individuals,  or  States 
within  the  United  States,  improve  their  standard  of  living  by  special¬ 
izing  in  those  tasks  they  perform  best  and  exchanging  these  products 
for  goods  produced  by  other  individuals  or  States,  so  do  nations  g;ain 
from  international  specialization  and  trade.  Likewise,  international 
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flows  of  investment,  and  the  managerial  and  scientific  know-how  that 
accompany  these  investments,  bring  g^ins  to  all  parties.  The  remaiic- 
able  prosperity  the  United  States  enjoys  today  is,  in  large  measure, 
attributable  to  the  wisdom  the  Founding  Fathers  displayed  200  years 
ago  when  they  made  constitutional  provision  for  the  unrestricted 
flows  of  goods,  capital,  and  people  across  State  boundaries. 

The  g^ins  from  free  international  trade  in  goods  and  services  are 
likely  to  extend  beyond  the  economic  sphere.  Prior  to  the  adoption 
of  the  Constitution,  trade  wars  and  other  disputes  were  common 
among  the  original  States.  A  contemporary  observer  remarked:  “As 
to  the  future  grandeur  of  America... it  is  one  of  the  idlest  and  most 
visionary  notions  that  ever  was  conceived.. .[The]  clashing  interests  of 
the  Americans.. .indicate  that  they  will  have  no.. .common  interest.. .a 
disunited  people.. .suspicious  and  distrustful  of  each  other,  they  will 
be  divided  into  little  commonwealths  or  principalities,  according  to 
natural  boundaries....”  Just  as  the  economic  union  created  by  the 
Constitution  led  to  a  politically  cohesive  Nation,  so  can  freer  trade 
among  nations  lead  to  increased  international  political  cooperation. 

Embracing  a  policy  of  free  trade  does  not  imply  that  governments 
have  no  role  in  regulating  international  commerce.  As  with  domestic 
commerce,  government  policy  must  ensure  a  stable  economic  envi¬ 
ronment,  open  competition,  free  trade,  enforcement  of  contractual 
rights,  and  protection  of  intangible  and  tangible  private  capital.  Gov¬ 
ernments  that  make  unpredictable  or  frequent  changes  in  tariffs  or 
other  restrictions  on  trade  are  likely  to  disrupt  economic  activity. 
Countries’  failures  to  protect  foreigjn  investment  or  intellectual  prop¬ 
erty  rights  reduce  the  returns  to  investment  or  innovation,  decrease 
investment,  and  restrict  the  international  flow  of  capital  and  ideas. 
Trade  liberalization  in  one  country  generally  benefits  its  trading  part¬ 
ners  as  well  as  the  country  undertaking  liberalization.  International 
coordination  raises  the  possibilities  for  additional  liberalization  ef¬ 
forts  and  the  consequent  gpins  from  expanding  trade.  Thus,  creation 
of  a  proper  international  trading  environment  requires  active  coop¬ 
eration  among  nations  to  make  and  enforce  the  rules  of  the  game. 
Recognizing  the  economic  and  political  benefits  of  broad  internation¬ 
al  participation  in  trade  liberalization,  the  United  States  made  a  mul¬ 
tilateral  approach  the  cornerstone  of  its  postwar  trade  policy. 

TARIFF  REDUCTIONS  IN  A  MULTILATERAL  FRAMEWORK:  GATT 

As  the  war  drew  to  a  close  in  1945,  the  Congress  authorized  the 
executive  branch  to  seek  tariff  reductions  of  up  to  50  percent  of  rates 
prevailing  at  the  beginning  of  that  year.  The  United  States  worked  to 
establish  a  multilateral  fhimeworii  for  negotiations.  Under  U.S.  lead¬ 
ership,  an  international  conference  was  convened  in  1947  to  establish 


153 


an  International  Trade  Organization  (ITO)  that  would  ratify  the  prin¬ 
ciples  of  free  trade  and  create  rules  for  enforcing  these  principles. 
American  calls  for  talks  to  reduce  tariffs  immediately  led  23  countries 
to  participate  in  tariff-reduction  negotiations  in  Geneva  later  that 
year. 

For  a  variety  of  reasons,  the  European  nations  resisted  American 
pressure  for  a  rapid  transition  to  free  trade.  These  countries  felt  that 
their  economies  were  too  weak  to  compete  in  open  markets,  and  gen¬ 
erally  favored  more  interventionist  economic  policies  than  did  the 
United  States.  In  addition,  some  wished  to  maintain  the  preferential 
trading  arrangements  they  had  with  their  colonies  and  other  countries, 
and  hence  strongly  resisted  U.S.  pressure  for  a  comprehensive  most- 
favored-nation  principle. 

Nevertheless,  the  talks  in  Geneva  resulted  in  important  achieve¬ 
ments,  both  in  the  reduction  of  tariffs  and  in  the  establishment  of 
general  trading  guidelines,  which  were  drawn  up  as  the  General 
Agreement  on  Tariffs  and  Trade.  Although  the  International  Trade 
Organization  was  to  have  superseded  GATT,  the  Congress  failed  to 
approve  it  and  it  never  came  into  being.  Thus,  GATT  emerged  as 
the  major  forum  for  conducting  international  trade  negotiations  and 
supervising  the  implementation  of  their  results.  The  next  section  re¬ 
views  the  principles  guiding  trade  policy  under  GATT,  the  extent  of 
GATT’s  achievements  in  tariff  liberalization,  and  its  remaining  weak¬ 
nesses  in  this  and  other  areas  of  trade  policy. 

GATT  Principles 

The  principles  on  which  GATT  was  founded  are  the  essentfal  fea¬ 
tures  of  an  open  trading  system.  The  GATT’s  aim  of  trade  liberaliza¬ 
tion  was  to  be  achieved  on  a  nondiscriminatory  basis  (that  is,  follow¬ 
ing  the  most-favored-nation  or  MFN  principle);  trade  policy  was  to 
be  transparent  (hence  favoring  tariffs  over  quantitative  restrictions 
whose  effects  on  prices  are  less  clear);  tariff  reductions  negotiated 
under  GATT,  or  “concessions”  in  GATT  parlance,  were  “bound”  so 
as  not  to  increase  above  specified  levels  and  were  not  to  be  replaced 
by  other  trade  barriers  (“integfrity  of  concessions”);  GATT  members 
were  to  provide  “national  treatment”  to  each  others’  imports  in  mat¬ 
ters  of  internal  taxation  and  regulation;  and  nations  were  to  follow 
an  orderly  process  of  dispute  settlement,  abiding  by  the  internation¬ 
ally  agreed  upon  rules  and  procedures,  rather  than  engaging  in  uni¬ 
lateral  retaliatory  measures  that  might  lead  to  escalating  trade  wars. 

Tarijf  Reductions  under  GATT 

In  retrospect,  GATT  has  had  remarkable  success  in  reducing,  and 
in  many  cases  virtually  eliminating,  tariffs.  Three  of  the  seven  com- 
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pleted  negotiating  rounds  stand  out  for  their  achievements  in  this 
area. 

Inaugural  Round  in  Gtneva,  1947.  This  first  round  of  GATT 
achieved  substantial  multilateral  tariff  cuts,  as  reductions  negotiated 
in  some  123  bilateral  agreements  were  extended  on  a  most-favored- 
nation  basis  to  all  participants.  The  United  States  made  weighted-av¬ 
erage  tariff  cuts  of  about  20  percent  on  dutiable  imports.  Participat¬ 
ing  European  countries  made  less  substantial  cuts,  from  generally 
lower  tariff  levels,  because  the  Smoot-Hawley  tariffs  had  put  U.S. 
rates  in  a  higher  range.  But  the  effects  of  European  concessions  were 
not  felt  until  the  European  nations  made  their  currencies  convertible, 
and  abandoned  most  quantitative  restrictions,  at  the  end  of  the 
1950s.  The  favorable  economic  climate  in  the  United  States  allowed 
it  to  confer  these  asymmetric  reductions.  With  most  major  U.S.  in¬ 
dustries  enjoying  trade  surpluses,  the  specter  of  U.S.  protectionism — 
although  not  absent — was  not  dominant. 

Tariff  concessions  in  each  of  the  four  rounds  held  over  the  next  15 
years  were  comparatively  minor,  in  part  due  to  limited  negotiating 
authority  from  the  Congress,  which  demonstrated  an  increasing 
penchant  to  protect  U.S.  industry  from  competition.  The  combined 
effect  of  these  talks  was  still  notable,  reducing  U.S.  tariffs  by  about 
10  percent. 

The  Kennedy  Round,  1963-67.  The  momentum  for  this  round  came 
from  the  United  States,  which  wanted  to  ensure  continued  trading 
access  to  the  newly  formed  European  Community.  The  Kennedy  Ad¬ 
ministration  paved  the  way  for  more  rapid  progress  on  tariffs  by  ob¬ 
taining  enhanced  negotiating  authority  in  the  Trade  Expansion  Act 
of  1962.  Not  only  did  this  act  allow  for  high  tariff  cuts  (up  to  50  per¬ 
cent),  but  it  also  eliminated  some  restrictions  that  the  Congress  had 
earlier  put  in  place  to  prevent  reductions  in  specific  industries.  The 
Kennedy  Round  of  GATT  that  ensued  was  even  more  successful  than 
the  first  Geneva  Round  had  been.  In  addition  to  reducing  average 
tariffs  on  dutiable  imports  by  more  than  one-third,  it  included  much 
broader  country  coverage,  as  important  trading  countries  such  as 
Japan  and  West  Germany  had  since  acceded  to  GATT.  Because  the 
negotiating  principle  changed  from  an  item-by-item  focus  (“request- 
offer”  in  GATT  parlance)  to  a  formula  approach  of  automatic  50 
percent  cuts  on  all  nonagricultural  products  with  exceptions  to  be 
negotiated,  the  product  coverage  was  also  more  comprehensive  than 
any  prior  GATT  round. 

The  Tokyo  Round,  1973-79.  Again  using  a  formula  approach,  major 
industrial  nations  agreed  to  cut  average  tariffs  by  about  one-third  in 
the  Tokyo  Round  of  GATT.  The  phased-in  reductions  from  this 
round  were  completed  in  1987.  Table  4-2  shows  pre-  and  p>ost- 
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Tokyo  Round  industrial  tariff  rates,  based  upon  the  concessions  ne¬ 
gotiated  during  the  round  and  the  prevailing  trade  flows.  With 
weighted-average  tariff  levels  of  major  industrial  nations  brought 
down  to  levels  below  5  percent,  and  in  most  cases  these  tariffs  are 
bound  not  to  increase  under  GATT,  a  case  can  be  made  that  the 
goal  of  multilateral  tariff  liberalization  is  largely  accomplished. 


Table  4-2. — Tokyo  Round  Tariff  Cuts  by  Stage  of  Processing,  Selected  Countries 
[PircMrt] 


Countiy  and  pariod 

AH  industrial 
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manufactures 
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Unitad  States: 
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0.9 

4.5 

8.0 
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.2 
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31 

77 

33 

29 
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6.6 

.2 
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.2 

4.2 
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29 

15 

27 

29 

Japan: 
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5.5 
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6.6 

12.5 
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.5 
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49 

67 

30 

52 

Canada: 

13.6 

1.0 
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13.8 

7.9 

.5 

8.3 

8.3 

42 

48 

44 

40 

SeuroM:  nractor  GtMral  of  MTT  and  Con|rt»ional  Olfioi. 


Yet  the  average  figures  mask  considerable  discrepancies  on  individ¬ 
ual  products,  as  countries  have  retained  high  “tariff  peaks’’  on  items 
for  which  there  is  strong  domestic  protectionist  pressure,  such  as  tex¬ 
tiles,  apparel,  and  footwear  (Table  4-3).  Moreover,  as  shown  in 
Table  4-2,  nominal  tariffs  on  raw  materials  and  semimanufactures 
are  lower  than  tariffs  on  manufactures.  This  escalated  tariff  structure, 
by  reducing  input  costs  for  manufacturers,  results  in  higher  “effective 
protection’’  for  processed  goods  than  is  reflected  in  the  nominal 
tariff  rate  on  these  manufactures.  Finally,  although  country  and  prod¬ 
uct  coverage  has  increased  considerably  since  the  inception  of  GATT 
tariff  negotiations,  large  areas  still  remain  less-than-fiilly  incorporat¬ 
ed.  Because  of  previous  “special  and  differential’’  treatment,  develop¬ 
ing  countries,  including  those  newly  industrializing  economies  that 
have  made  rapid  strides  over  the  past  20  years,  have  participated 
little  in  either  the  reduction  or  the  binding  of  tariffs.  Although  tariffs 
have  been  cut  on  ag^cultural  products,  these  cuts  have  been  less 
even  across  countries  (Table  4-3).  Furthermore,  agricultural  tariffs 
are  bound  less  frequently  than  are  tariffs  on  manufactures. 
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Table  4-3. — Tokyo  Round  Tariff  Cuts  by  Industry  for  United  States,  European  Community, 

and  Japan 
[PWCMIt] 


Pre-Tokyo  Round  tariff  rates  | 

Post-Tokyo  Round  tariff  rates  | 

Percent  cut 

Industry 
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4.7 
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25 

19 

0 

irSiias . 
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7.2 

3.3 

36 

27 

0 
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27.8 

16.8 

13.8 

22.7 

13.4 

13.8 

18 

20 
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3.7 

11.7 

3.0 

16.4 

4.2 
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11.6 

3.0 

15.7 

25 

0 

46 

0 

1 

4 

Wood  pfuuiiCtS... 

3.6 

3.3 

.3 

1.7 

2.5 

.3 

53 

24 

0 

Furniture  and  fliium 

8.1 

8.5 

7.8 

4.1 

5.6 

5.1 

49 

34 

35 

Paper  and  produrts 

.5 

7.3 

2.1 

.2 

5.4 

2.1 

60 

26 

0 

Printing  and  puUisliing . 

1.1 

3.2 

.2 

.7 

2.1 

.1 

36 

34 

50 

3.8 

11.5 

6.2 

2.4 

8.0 

4.8 

37 

30 

23 

Petroteum  and  related 

1.4 

1.2 

2.8 

1.4 

1.2 

2.2 

0 

0 

21 

3.6 

5.3 

1.5 

2.5 

3.5 

1.1 

31 

34 

27 

r  ““r‘‘"uriiiil  mineral 

products 

9.1 

5.2 

.6 

5.3 

3.7 

.5 

42 

29 

17 

Glass  and  glass  pfuitiKts . 

10.7 

9.9 

7.5 

6.2 

7.7 

5.1 

42 

22 

32 

Iron  and  steel . 

4.7 

6.2 

3.3 

3.6 

4.7 

2.8 

23 

24 

15 

1.2 

2.6 

1.1 

.7 

2.1 

1.1 

42 

19 

0 

Etital  pr-^icts 
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36 

30 

25 
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3.3 
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34 

32 
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7.4 

4.4 

7.9 

4.3 

33 

20 

42 

Transportation  equipnioni . 

3.3 

7.8 

10.2 

7.7 

6.0 

6.0 

2.5 

4.2 

8.0 

4.7 

1.5 

4.6 

24 

46 

22 

39 

75 

23 

Source;  CongressioMi  Budget  Office. 


Weaknesses  of  the  GATT  Framework 

The  exceptions  in  product  and  country  coverage  for  GATT-spon¬ 
sored  tariff  reductions  conflict  with  the  basic  GATT  aim  of  achieving 
broad-based  trade  liberalization.  Yet  these  and  numerous  other  ex¬ 
ceptions  to  GATT’s  main  principles  to  foster  open  and  fair  trade 
have  been  accepted  as  necessary  compromises  in  an  agreement 
whose  only  teeth  are  those  lent  willingly  by  member  countries. 
Because  those  principles  ultimately  embodied  in  GATT  had  been 
honored  more  often  in  the  breach  than  in  the  word  prior  to  the  for¬ 
mation  of  GATT  in  1947,  it  is  hardly  surprising  that  the  initial  excep¬ 
tions  list  was  relatively  long.  More  telling  is  the  fact  that,  rather  than 
shrink,  this  list  has  grown  longer.  Safeguard  clauses  allow  countries 
to  take  steps  backward,  on  the  overall  goal  of  liberalization,  by  im¬ 
posing  quantitative  restrictions  (which  also  violate  transparency)  or 
by  ignoring  tariff  bindings  in  the  event  of  balance  of  payments  con¬ 
cerns,  injury  to  domestic  producers  (the  “escape  clause”),  or  a  per¬ 
ceived  threat  to  national  security. 

Discriminatory  application  of  protection  often  occurs  when  coun¬ 
tries  invoke  the  balance  of  payments  safeguard — as  the  Europeans 
did  in  the  1950s  and  more  recently  many  developing  countries  have 
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done.  More  generally,  the  most-favored-nation  principle  was  side¬ 
stepped  to  allow  the  continuation  of  preferential  trading  areas  in  the 
early  years  of  GATT;  customs  unions  and  free-trade  areas  were  sub¬ 
sequently  provided  for  even  though  they  offer  members  better  than 
most-favored-nation  treatment  and  hence  discriminate. 

The  GATT  principle  of  integ^rity  of  concessions  is  weakened  by  the 
fact  that  discipline  on  domestic  subsidies  that  can  undo  tariff  conces¬ 
sions  is  not  very  effective.  Integrity  can  also  be  violated  by  the  use  of 
safeguards  and  “grey-area”  measures,  such  as  “voluntary”  export  re¬ 
straints — quantitative  restrictions  that  violate  GATT’s  spirit  but  not 
its  letter.  As  discussed  below,  these  and  other  nontariff  barriers  have 
become  the  major  obstacle  to  trade  liberalization.  Although  many 
GATT  sig^natories  have  accepted  codes  limiting  their  use  in  the 
Tokyo  Round,  nontariff  barriers  remain  an  area  of  weakness  for 
GATT.  Although  GATT  does  not  formally  provide  exceptions  to  the 
use  of  its  dispute  settlement  procedures,  these  procedures  have 
proved  sufficiently  cumbersome  and  limited  in  authority  that  they 
have  failed  to  replace  the  threat  of  retaliation  in  the  resolution  of 
trade  disputes. 

Limits  on  product  coverage  have  been  made  by  commission  and 
omission,  with  the  result  that  GATT  is  by  and  large  an  agreement 
prescribing  the  rules  of  the  game  for  those  manufactured  products 
that  are  not  too  politically  sensitive  in  the  industrial  countries.  Al¬ 
though  agricultural  products  are  formally  included,  the  effective  ex¬ 
emption  of  two  of  the  largest  markets,  the  United  States  and  the  EC, 
has  made  the  agreement  largely  irrelevant  for  the  principles  guiding 
agricultural  trade.  In  the  U.S.  case,  exceptions  were  grahted  at 
GATT’s  inception  and  in  a  waiver  in  1955.  And  although  it  clearly 
distorts  trade,  the  EC’s  border  policy  of  using  variable  levies  to 
defend  domestic  price  supports  has  not  been  declared  GATT-illegal. 
Due  to  grey-area  measures,  trade  in  textiles  and  apparel,  and  more 
recently  in  steel,  takes  place  outside  of  GATT  discipline.  Trade  in 
services,  an  expanding  component  of  world  output,  has  never  been 
covered  by  GATT.  Although  protection  of  intellectual  property 
rights  is  certainly  consistent  with  GATT  principles,  the  lack  of  specif¬ 
ic  codes  of  behavior  on  intangibles  has  effectively  excluded  them 
from  GATT  treatment. 

Although  GATT’s  membership  list  continues  to  expand,  effective 
country  coverage  remains  elusive.  Under  what  is  known  as  “special 
and  differential  treatment,”  wide-ranging  exemptions  to  GATT  con¬ 
cessions  and  disciplines  have  been  granted  to  developing  countries 
since  the  Kennedy  Round.  As  another  component  of  special  and  dif¬ 
ferential  treatment,  industrial  countries  have  created  “Generalized 
Systems  of  Preferences”  (GSP),  which  allow  developing  countries  cer- 
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tain  tariff  concessions  superior  to  the  most-favored-nation  rates  of 
GATT.  At  the  same  time,  special  treatment  in  GATT  has  reduced 
the  negotiating  leverage  of  developing  countries,  preventing  them 
from  gaining  GATT  concessions  of  most  value  to  them,  including  re¬ 
duced  tariffs  on  manufactures  and  progress  on  nontariff  measures, 
safeguards,  and  the  treatment  of  tropical  products  and  agricultural 
commodities.  Although  developing  countries  argue  that  they  need 
special  and  differential  treatment  because  of  the  less  advanced  states 
of  their  economies,  their  economic  progress  is  hindered  by  the  high 
tariffs  and  quantitative  restrictions  these  exemptions  have  allowed 
them  to  maintain. 

As  the  economic  disparities  among  developing  countries  widen, 
with  the  newly  industrializing  economies  such  as  South  Korea,  Brazil, 
Singapore,  and  Mexico  making  rapid  strides  in  export  markets,  pres¬ 
sure  is  mounting  in  industrial  countries  to  alter  radically  the  special 
provisions.  Developed  countries  may  unilaterally  end  the  concession¬ 
ary  tariffs  granted  to  these  most  successful  economies,  as  the  United 
States  recently  did  by  graduating  Hong  Kong,  Singapore,  South 
Korea,  and  Taiwan  from  GSP  status.  In  a  multilateral  context,  the 
successful  developing  countries  must  be  persuaded  to  accept  GATT 
discipline  over  their  own  barriers.  The  aim  is  to  encourage  these 
better-off  economies  to  provide  market  access  to  industrial  and  other 
developing  country  exporters  more  commensurate  with  the  benefits 
they  themselves  enjoy,  thereby  also  increasing  the  export  opportuni¬ 
ties  for  the  poorest  developing  countries. 

THE  TRADEOFFS  IN  U.S.  TRADE  LEGISLATION— TARIFF  REDUCTIONS 
VERSUS  CREEPING  PROTECTIONISM 

Protectionist  sentiment  was  not  strong  in  the  immediate  postwar 
period,  but  some  elements  opposed  liberalized  trade.  These  senti¬ 
ments  have  been  on  the  rise.  As  tariff  barriers  have  steadily  fallen, 
other  barriers  to  trade  have  arisen.  Because  the  Congress  has  grant¬ 
ed  authority  to  negotiate  tariff  reductions,  while  at  the  same  time 
channeling  protectionist  sentiment  into  legislation,  a  curious  pattern 
has  emerged  in  the  trade  laws  of  the  postwar  period.  Trade  bills 
needed  by  the  executive  branch  for  negotiating  authority  to  reduce 
protection  often  include  provisions  that  make  it  easier  for  firms  to 
qualify  for  protection,  and  restrict  Presidential  discretion  to  limit  pro¬ 
tectionist  measures. 

Examples  of  this  tradeoff  are  numerous.  In  1947  President 
Truman,  bowing  to  congressional  pressure,  issued  an  Executive 
order  requiring  all  future  U.S.  trade  agreements  to  include  an  escape 
clause  that  allowed  the  United  States  to  renege  on  tariff  concessions 
that  injured  domestic  industry — a  measure  that  became  the  basis  for 
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GATT’s  safeguards  on  these  grounds.  In  the  1950s  the  Congress 
adde  ’  this  provision  to  statute  and  strengthened  it.  In  1955,  to  win 
support  for  further  tariff  reductions,  President  Eisenhower  proposed 
that  Japan  voluntarily  limit  exports  of  some  cotton  textiles.  Under 
pressure  from  domestic  coal  and  oil  producers,  the  Congress,  as  part 
of  its  1955  extension  of  the  Trade  Agfreements  Act  granted  Presiden¬ 
tial  authority  for  quantitative  restrictions  to  be  used  for  national  se¬ 
curity  purposes. 

To  gain  congressional  support  for  the  Kennedy  Round  negotia¬ 
tions,  in  1961  President  Kennedy  entered  into  the  Short  Term  Ar¬ 
rangement  that  restricted  cotton  textile  exports  from  17  countries.  In 
addition  to  authorizing  broad  tariff  negotiations,  the  Trade  Expan¬ 
sion  Act  of  1962  authorized  the  President  to  withdraw  tariff  conces¬ 
sions  from  countries  that  had  “unreasonable”  restrictions  on  U.S.  ex¬ 
ports  and  to  negotiate  quantitative  restraints  on  products  that  injured 
U.S.  industry.  Then,  within  the  same  year,  the  Long  Term  Arrange¬ 
ment  regelating  trade  in  cotton  textiles  was  launched. 

Protectionist  sentiment  grew  in  the  1970s  and  1980s  as  some  U.S. 
trading  partners  were  perceived  not  to  be  offering  equal  opportuni¬ 
ties  for  trade.  Once  again,  enhanced  textile  protection,  in  the  context 
of  the  Multi-Fiber  Arrangement  of  1974,  was  the  price  paid  to  gain 
congressional  authorization  for  negotiating  tariff  reductions  in  the 
Tokyo  Round  and  for  fast-track  congressional  approval  of  any  agree¬ 
ment  on  nontariff  measures  negotiated  through  GATT.  The  Trade 
Act  of  1974  also  reduced  Presidential  discretion  in  implementing 
International  Trade  Commission  recommendations  for  protection, 
and  introduced  Section  301,  a  provision  for  countering  foreign  prac¬ 
tices  that  “unreasonably”  restrict  U.S.  exports. 

The  record  of  the  1980s  has  largely  paralleled  that  of  the  1970s. 
The  1988  Economic  Report  of  the  President  documented  the  sharp  in¬ 
crease  in  unfairness  findings  during  the  1980s  (against  “dumping”  at 
below  fair  prices  and  government  subsidization  of  exports),  cases  for 
which  no  Presidential  discretion  exists.  Nontariff  barriers,  for  prod¬ 
ucts  such  as  steel,  autos,  machine  tools,  and  textiles,  have  been  en¬ 
tered  into  or  extended.  This  Administration  has,  however,  successful¬ 
ly  resisted  passage  of  several  highly  protectionist  trade  bills.  At¬ 
tempts  to  pass  textile  and  apparel  bills  that  would  have  increased 
protection  for  one  of  the  most  highly  protected  industries  in  the 
United  States  have  been  twice  successfully  repelled.  A  potentially  dis¬ 
astrous  trade  bill  that  would  have  limited  trade  based  upon  bilateral 
trade  balances  has  been  successfully  modified.  While  the  Omnibus 
Trade  and  Competitiveness  Act  of  1988  has  some  troubling  features, 
it  also  authorizes  the  President  to  reduce  tariffs  by  up  to  50  percent 
under  the  current  Uruguay  Round  GATT  negotiations. 
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This  Administration  has  vigorously  sought  ways  to  expand  free 
trade.  Its  attempts  to  open  foreign  markets  to  U.S.  products  have 
won  some  notable  successes,  while  the  resort  to  protectionist  retalia¬ 
tion  measures  have  been  infrequent.  It  inaugurated  the  Caribbean 
Basin  Initiative,  and  won  congressional  extension  of  the  Generalized 
System  of  Preferences,  in  order  to  provide  developing  countries  with 
ready  access  to  U.S.  markets.  The  United  States-Israel  Free-Trade 
Agfreement  was  the  first  such  agreement  for  the  United  States,  while 
the  United  States-Mexico  Framework  Understanding  should  help  to 
improve  trade  and  investment  flows  between  the  two  neighbors.  Fi¬ 
nally,  the  United  States-Canada  Free-Trade  Agreement  will  bring  tre¬ 
mendous  benefits  to  both  sides. 

Notwithstanding  the  pressures  for  protectionism  over  the  past  40 
years,  the  move  toward  a  liberal  trading  order  has  been  remarkable. 
Tariffs  on  most  products  have  been  reduced  to  low  levels,  and  trade 
flows  and  economic  growth  have  responded  accordingly.  From  1950 
to  1986  world  real  GDP  has  increased  by  350  percent,  while  world 
trade,  in  real  terms,  has  grown  by  more  than  800  percent.  The  task 
for  the  future  is  to  ensure  that  this  progress  continues,  and  that  non¬ 
tariff  barriers  are  reduced. 

THE  SPREAD  OF  TRADE-DISTORTING  MEASURES 

Because  most  nations’  tariffs  are  “bound”  by  GATT,  the  signs  of 
increased  protectionism  in  the  1970s  and  1980s  are  not  found  in 
higher  tariffs,  but  in  other,  often  more  hidden,  forms  of  protection. 
Using  a  potentially  limitless  array  of  measures,  governments  distort 
trade  flows  and  production  decisions  by  subsidizing  exports  and  do¬ 
mestic  production,  and  by  constricting  the  flow  of  imports.  Import 
barriers  include:  assessed  duties  on  unfairly  traded  products;  “hard¬ 
core”  nontariff  barriers,  such  as  quotas  and  voluntary  export  re¬ 
straints  or  voluntary  restraint  agreements,  which  are  poorly  disguised 
quantitative  restrictions;  and  “softer”  nontariff  measures,  such  as 
technical  and  health  standards,  which  tend  to  distort  trade  if  imposed 
for  nonscientific  reasons  or  applied  in  a  discriminatory  fashion.  Many 
of  these  measures  are  difficult  to  quantify;  no  precise  estimates  of 
their  tariff-equivalents,  or  their  trade-distorting  impacts,  exist. 

Yet  convincing  qualitative  evidence  of  this  rising  interventionist 
and  protectionist  trend  is  available.  One  example  of  such  evidence  is 
the  amount  of  domestic  subsidies  that  governments  supply  to  private 
industries  and  public  corporations.  Because  these  subsidies  alter  do¬ 
mestic  production,  they  may  distort  trade  flows  and  comparative  ad¬ 
vantage.  As  shown  in  Table  4-4,  their  amount  has  increased  as  a  per¬ 
cent  of  GDP  from  1960  to  1986  for  most  countries,  the  important 
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exception  being  the  United  Kingdom,  whose  subsidy  rate  peaked  in 
the  mid-1970s.  Two  additional  factors  in  the  table  qualify  this  obser¬ 
vation.  First,  it  would  appear  that  the  trend  toward  gfreater  subsidiza¬ 
tion  was  reversed  for  many  countries  in  the  1980s.  Second,  although 
the  U.S.  subsidization  rate  has  grown,  it  is  still  significantly  below 
that  of  other  countries,  reflecting  the  more  market-oriented  ap¬ 
proach,  and  the  sparsity  of  public  corporations,  in  this  country. 


Table  4-4. — Growth  of  Subsidies  in  Selected  OECD  Countries,  1960-86 
[PwMirt  of  GOP] 


Country 

1960 

1970 

1975 

1980 

1986 

0.2 

0.5 

1.1 

0.3 

0.4 

0.6 

1.1 

(■) 

.8 

1.6 

1.5 

1.5 

1.7 

2.0 

2.1 

2.1 

1.9 

2.0 

1.9 

•2.2 

1.9 

1.7 

3.5 

1.9 

2.4 

1.7 

1.2 

1.3 

2.0 

•2.3 

.8 

.9 

2.5 

2.7 

2.0 

■  Not  availaUe. 

*  DMa  are  lor  1985. 

Note.— Based  on  national  income  accounts. 

Source;  Organiaation  for  Economic  Cooperation  and  Developnwnt. 

Countries  also  distort  trade  and  compete  unfairly  for  exports  by 
providing  export  subsidies.  In  agricultural  trade,  many  countries,  in¬ 
cluding  those  in  the  EC  and  the  United  States,  provide  subsidies  or 
rebates  for  exports  of  agricultural  goods.  For  manufactured  goods, 
the  more  common  means  is  through  “export  financing,”  which  pro¬ 
vides  subsidized  credit  to  importers  of  the  products.  Data  from  the 
Organization  for  Economic  Cooperation  and  Development  (OECD) 
show  that  the  implicit  subsidy  in  export  financing  by  14  member 
countries  increased  by  more  than  two-thirds  from  1979  to  1982.  Fol¬ 
lowing  successful  U.S.  efforts  in  the  early  1980s  to  negotiate  in¬ 
creased  discipline  over  export  credit  subsidies  through  the  OECD 
Export  Credit  Arrangement,  the  subsidy  component  in  export  financ¬ 
ing  has  decreased  substantially. 

Foreign  export  or  production  subsidies  unfairly  distort  trade,  and 
impose  burdens  on  domestic  producers  of  like  products.  Although 
these  foreign  subsidies  may  actually  benefit  the  domestic  economy  if 
it  is  a  net  importer  of  the  subsidized  good,  GATT  articles  and  the 
laws  of  many  nations,  including  those  of  the  United  States,  recognize 
these  subsidies,  as  well  as  dumping,  to  be  distortive  and  unlawful  ac¬ 
tions.  Under  U.S.  law,  dumping  occurs  when  a  foreign  firm  sells  in 
the  import  market  at  a  price  below  the  price  charged  in  the  home 
market,  or  below  costs  as  estimated  by  the  Department  of  Com- 
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merce.  Under  the  law,  the  United  States  may,  subject  to  certain 
injury  tests,  impose  duties  to  offset  this  dumping  margin.  Similarly, 
U.S.  law  allows  duties  to  be  imposed  to  “countervail,”  or  offset, 
unfair  advantages  that  accrue  to  foreign  firms  arising  from  govern¬ 
ment  production  or  export  subsidies. 

Regardless  of  the  intentions,  or  economic  merits,  of  laws  restrict¬ 
ing  dumping  and  foreign  subsidization,  their  net  impact  can  be  pro¬ 
tective.  A  finding  that  dumping  has  occurred  can  depend  on  esti¬ 
mates  of  costs  of  production  if  price  data  for  the  foreign  market  are 
not  available.  Precise  cost  estimates  are  often  difficult  to  obtain,  so  a 
foreign  firm  may  be  found  erroneously  to  be  in  violation.  Further¬ 
more,  although  many  petitions  may  ultimately  be  rejected  under 
these  statutes,  the  filing,  or  even  threat  of  filing,  of  unfair  trade  cases 
can  restrict  imports.  It  is  costly  for  foreign  firms  to  defend  them¬ 
selves  against  a  dumping  charge.  Moreover,  in  the  event  of  an  affirm¬ 
ative  finding,  the  level  of  import  duties  imposed  retroactively  is  un¬ 
certain.  The  threat  of  such  action  is  likely  to  raise  prices  foreign 
firms  charge,  thereby  having  a  protective  effect  similar  to  a  tariff, 
except  that  the  revenue  from  protection  is  transferred  from  U.S.  tax¬ 
payers  and  consumers  to  the  foreign  producer. 

These  legitimate  procedures  to  counteract  foreign  unfair  trade 
practices  can  result  in  cartel-like  effects.  Subsidization,  and  other  dis¬ 
tortions,  are  rife  in  the  world  steel  market.  In  addition  to  subsidizing 
domestic  producers,  EC  countries  have  used  programs  limiting  im¬ 
ports  (either  through  voluntary  restraint  agreements  or  minimum 
import  prices)  and  internal  production  quotas  to  “rationalize”  pro¬ 
duction.  In  1982  the  U.S.  steel  industry  filed  more  than  130  dumping 
and  countervailing  duty  petitions  against  steel  imports  from  various 
foreign  countries,  including  EC  members.  An  extensive  Department 
of  Commerce  investigation  found  subsidies,  in  some  cases  exceeding 
20  percent,  against  some  producers  in  the  United  Kingdom,  Italy, 
France,  and  Belgium.  It  also  found  that  other  European  producers, 
including  the  large  West  German  producers,  were  either  unsubsi¬ 
dized  or  received  de  minimis  subsidization.  The  results  were  troubling 
for  EC  countries  whose  producers  were  found  to  be  subsidized,  as 
countervailing  duties  against  their  producers  would  effectively  ex¬ 
clude  them  from  the  U.S.  market.  Ultimately,  in  October  1982,  Euro¬ 
pean  producers  agfreed  to  a  voluntary  restraint  agreement  encom¬ 
passing  carbon  steel  exports  from  the  EC  to  the  United  States. 

The  steel  industry  continued  to  face  strong  competition  from 
countries  not  parties  to  the  agreement.  The  industry  proposed  to  file 
a  large  number  of  complaints  that  would  have  burdened  the  agencies 
responsible  for  making  “unfairness”  determinations  and  would  have 
raised  costs  to  importers.  The  alternative  chosen  was  to  negotiate  ad- 


163 


ditional  voluntary  agreements  to  reduce  imports.  The  current  agree¬ 
ments,  reached  with  19  countries  plus  the  EC,  are  estimated  to  have 
an  annual  cost  to  consumers  of  several  billion  dollars  and  are  sched¬ 
uled  to  expire  September  30,  1989.  The  steel  industry  is  currently 
operating  near  capacity  and,  for  the  first  time  since  1981,  reported 
significant  profits  in  1988. 

While  the  United  States  is  the  dominant  user  of  countervailing 
duty  laws,  other  nations  use  antidumping  provisions  more  aggressive¬ 
ly.  Of  460  countervailing  duty  cases  reported  to  GATT  between 
1980  and  1986,  more  than  60  percent  were  initiated  in  the  United 
States.  But,  of  the  1,272  antidumping  cases  reported  during  this 
same  time  period,  27  percent  originated  in  the  United  States,  where¬ 
as  33  percent  came  from  Australia,  22  percent  from  the  EC,  and  18 
percent  from  Canada. 

These  actions  significantly  increased  in  the  United  States  and 
abroad  during  the  1980s.  In  the  United  States,  for  example,  the 
number  of  countervailing  duty  cases  increased  from  an  annual  aver¬ 
age  of  21  during  the  period  1975-79  to  an  annual  average  exceeding 
40  during  the  period  1980-86.  In  the  EC,  the  number  of  antidumping 
cases  reported  increased  from  71  for  1971-79  to  280  for  1980-86. 

In  contrast  to  antidumping  and  countervailing  duty  provisions,  the 
protection  offered  through  the  “hard-core”  nontariff  measures  falls 
largely  outside  of  GATT  jurisdiction.  Table  4-5  represents  one  crude 
attempt  to  compare  the  prevalence  of  these  barriers  across  countries 
and  over  time.  It  shows  the  percent,  in  value  terms,  of  a  country’s 
imports  that  are  covered  by  quantitative  restrictions,  voluntary  export 
restraints,  and  nonautomatic  licensing.  While  the  numbers  may  not 
be  quantitatively  important,  they  are  qualitatively  instructive.  They 
make  clear  that  the  United  States  is  not  the  main  offender.  It  is  note¬ 
worthy  that  these  barriers  particularly  seem  to  affect  the  exports  of 
developing  countries. 


Table  4-5. — Industrial  Country  Imports  Subject  to  "Hard-Core"  Nontariff  Measures, 
1981  and  1986 
[Percent] 


Importer 

Source  of  imports 

Industrial  countries  | 

Developing  countries 

1981 

1986 

1981 

1986 

United  States . 

9 

15 

14 

17 

Japan . 

29 

29 

22 

22 

European  Commwihr . 

10 

13 

22 

23 

AH  indiistrial  countries . 

13 

16 

19 

21 

Source:  The  World  Bank,  mrtt  OMbfeml  Itmort  I9S7. 


164 


SOURCES  OF  INCREASED  PROTECTIONIST  SENTIMENT 


Many  explanations  have  been  cited  to  account  for  the  increase  in 
protectionist  sentiment.  These  include  the  deterioration  in  the  U.S. 
merchandise  trade  balance;  the  continuation  of  foreign  subsidies  and 
nontariff  barriers;  declining  net  exports  in  traditional  U.S.  strong¬ 
holds,  such  as  agricultural  and  manufactures;  and  a  protracted  period 
of  inflation  and  high  unemployment  during  the  1970s  and  early 
1980s,  which  contributed  to  the  notion  that  somehow  imports  were 
responsible  for  lost  domestic  jobs.  Other  contributory  factors  include 
a  perception  that  the  United  States  had  lost  its  technological  “superi¬ 
ority”  and  even  its  “competitiveness,”  and  that  an  industrial  strategfy, 
coupled  with  protectionist  trade  policy,  was  needed  to  regain  Ameri¬ 
can  superiority.  These  feelings  were  probably  accentuated  by  a  gen¬ 
eral  belief  that  U.S.  exports  were  subject  to  unfair  barriers,  a  position 
that  might  have  had  some  merit  as  foreigpi  ag^cultural  protection  in¬ 
creased,  and  as  the  importance  of  service-type  industries  that  were 
not  (and  still  are  not)  subject  to  GATT  discipline  increased. 

Despite  popular  beliefs,  trade  restrictions  are  inappropriate  tools 
for  attempting  to  reduce  trade  deficits.  The  trade  balance  reflects  the 
discrepancy  between  national  output  and  national  expenditure,  and 
little  reason  exists  to  expect  protection  to  alter  either  of  these  sigfnifi- 
cantly.  While  import  protection  in  automobiles  may  reduce  the  trade 
deficit  in  that  sector  by  increasing  consumption  and  production  of 
domestic  autos,  this  reduction  can  be  achieved  only  by  diverting  the 
resources  required  to  expand  auto  production  from  other  more  pro¬ 
ductive  uses  within  the  economy. 

The  notion  that  imports  cost  American  jobs  is  probably  the  most 
common  argument  for  protection.  While  it  is  certainly  true  in  a 
narrow  sense  that  employment  in  an  import-competing  sector  might 
decline  if  import  protection  were  reduced  or  eliminated,  this  fact 
does  not  imply  that  total  U.S.  employment  would  fall.  Rather,  protec¬ 
tion  in  that  sector  reduces  the  resources  available  for  expanding 
output,  and  employment,  in  more  efficient  export  sectors.  Most  stud¬ 
ies  of  the  consumer  cost  per  “job  saved”  through  protection  put  this 
cost  at  more  than  $100,000  per  year,  far  exceeding  the  typical  earn¬ 
ings  in  the  affected  industry.  Moreover,  protective  policies  that 
reduce  foreign  exports  to  the  United  States  invite  retaliation,  which 
reduces  the  demand  for  U.S.  exports,  causing  further  inefficiencies  in 
the  allocation  of  resources  and  imposing  extra  costs  on  consumers. 

Certainly  unexpected  increases  in  imports  can  cause  temporary  un¬ 
employment  as  workers  retrain  for  new  jobs.  But  the  appropriate  re¬ 
sponse  is  to  facilitate  labor  adjustment,  not  to  discourage  it  through 
permanent  protectionist  policies.  Trade  Adjustment  Assistance,  first 
introduced  as  part  of  the  Trade  Expansion  Act  of  1962  and  signifi- 
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cantly  liberalized  by  the  Trade  Act  of  1974,  may  be  viewed  as  one 
attempt  to  ease  this  adjustment  and  to  mollify  domestic  opposition  to 
trade  liberalization.  The  program,  which  is  designed  for  firms  and 
workers  hurt  by  import  competition,  provides  financial,  technical,  and 
retraining  assistance  to  make  firms  more  competitive  and  to  assist  re¬ 
location  of  workers.  If  adjustment  through  normal  market  forces  is 
allowed,  the  displaced  workers  will  find  employment  in  other  indus¬ 
tries.  Currently,  the  average  period  of  unemployment  is  a  brief  13 
weeks.  If  permanent  protection  is  offered,  adjustment  never  occurs, 
and  the  cost  of  the  policy  remains  forever.  The  rules  governing  ex¬ 
plicit  protection  under  the  escape  clauses  in  U.S.  trade  law  (Section 
201)  and  in  GATT  (Article  XIX)  recogfnize  this  danger  and  require 
relief  to  be  temporary. 

The  recent  economic  record  demonstrates  that  imports  do  not  de¬ 
stroy  domestic  jobs.  From  1982  to  1987  the  volume  of  U.S.  imports 
increased  by  more  than  65  percent,  while  U.S.  real  GNP  expanded  by 
more  than  21  percent,  and  employment  by  13  percent.  Meanwhile, 
West  German  imports  increased  by  over  27  percent,  its  GNP  grew  by 
nearly  12  percent,  and  employment  stagnated.  During  this  period  the 
U.S.  merchandise  trade  balance  fell  sharply,  while  the  West  German 
trade  balance  rose  by  more  than  $45  billion. 

Recent  proponents  of  protectionism  have  focused  on  the  use  of 
“strategfic  trade”  policy  to  promote  selective,  presumably  high-tech¬ 
nology,  sectors.  The  essential  notion  is  that  economies  of  scale  and 
leaming-by-doing  render  the  competitive  paradigm  inappropriate  in 
these  industries.  Trade  policy,  by  preserving  the  home  market  for  do¬ 
mestic  firms,  or  by  promoting  selected  industries  and  their  exports 
through  subsidies,  can  be  used  effectively  to  prevent  foreign  competi¬ 
tion  and  to  increase  the  monopoly  profits  domestic  firms  earn  from 
foreign  sales. 

These  policies  of  targeting  industries  with  import  protection  and 
export  subsidies  are  harmful.  The  import  restrictions  hurt  both  do¬ 
mestic  consumers  and  foreign  producers.  Because  foreign  countries 
may  retaliate  in  kind,  a  situation  can  arise  in  which  all  countries  are 
worse  off,  but  no  country  has  the  incentive  to  reduce  tariffs  unilater¬ 
ally.  For  manufactured  goods,  the  costs  of  protection  are  likely  to  be 
even  greater  because  the  resulting  market  segmentation  reduces  the 
inherent  benefits  derived  from  economies  of  scale  and  product  diver¬ 
sity.  Promoting  particular  sectors  through  export  subsidies  is  equally 
costly.  The  subsidies  impose  costs  on  taxpayers,  are  inconsistent  with 
international  trading  rules,  and  invite  retaliation. 

Moreover,  the  argument  for  government  activism  is  predicated  on 
the  notion  that  governments  can  effectively  identify  those  industries 
that  are  at  the  forefront  of  technological  innovation,  and  can  devise 
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appropriate  trade  policies  to  foster  their  dominance.  This  kind  of 
fine-tuning,  reminiscent  of  attempts  to  fine-tune  the  macroeconomy, 
presumes  that  policymakers  have  access  to  enormous  quantities  of  in¬ 
formation,  wisdom,  and  objectivity.  To  be  successful  it  also  would  re¬ 
quire  government  officials  to  be  able  to  foresee  the  major  conse¬ 
quences  of  their  actions. 

If  government  pursues  such  activist  policy,  it  is  reasonable  to  ask 
what  the  policy  response  will  be  when  it  mistakenly  backs  a  losing  in¬ 
dustry.  Will  it  be  willing  to  remove  protection,  or  will  it  feel  com¬ 
pelled  to  shelter  an  inefficient  industry  behind  a  tariff  wall  in  order 
to  avoid  facing  up  to  the  mistakes  it  made?  If  business  executives  err, 
they  are  forced  to  face  the  cost  of  their  decisions  through  the  disci¬ 
pline  of  the  market — lower  prices,  reduced  output,  and  even  bank¬ 
ruptcy.  No  such  discipline  is  imposed  on  government  officials,  who 
can  reach  deep  into  the  pockets  of  taxpayers  and  consumers  to  hide 
their  failure.  The  reality  seems  to  be  that  protection  has  been  grant¬ 
ed  to  sunset,  not  sunrise,  industries  and  that  this  protection  is  hard  to 
remove. 

POLITICAL  ECONOMY  OF  PROTECTIONISM 

One  possible  explanation  for  continuing  protectionist  pressures  is 
that  economic  efficiency  is  not  all  that  matters;  notions  of  equity  and 
fairness  also  have  considerable  influence  on  public  policy.  In  most 
developed  countries,  government  agricultural  programs,  as  well  as 
the  protection  of  some  industries,  are  typically  justified  on  these 
grounds.  However,  these  objectives  can  be  achieved  through  policy 
instruments  superior  to  the  trade-distorting  devices  that  have  been 
used. 

A  more  likely  explanation  relates  to  other  distributional  conse¬ 
quences  of  trade-distorting  policies.  The  benefits  are  concentrated 
among  the  relatively  small  number  of  people  employed  or  owning 
assets  in  the  protected  industry.  Meanwhile,  the  higher  overall  costs 
are  paid  for  by  the  large  numbers  of  taxpayers  who  foot  the  bill  for 
government  programs,  and  of  consumers  who  pay  higher  prices  for 
the  goods.  Because  it  is  difficult  to  be  informed  on  every  issue,  the 
many  who  are  adversely  affected  by  protection  may  not  be  aware  of 
these  costs.  Yet  those  few  who  stand  to  gain  from  protection  are 
likely  to  be  well  aware  of  the  benefits.  Just  as  with  pork-barrel 
projects,  the  gainers  are  far  more  likely  to  make  their  voices  heard 
than  are  those  who  are  hurt. 

It  is  not  surprising  that  the  Congress  has  traditionally  been  more 
protectionist  than  the  President.  The  President,  regardless  of  his 
party,  responds  to  a  national  constituency,  and  thus  needs  to  consid¬ 
er  the  impact  of  protectionist  policies  in  a  much  broader  context. 
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Senators  and  Representatives  respond  to  smaller  constituencies, 
wherein  those  few  who  gain  from  protection  make  their  opinions 
known  forcefully.  If  producers  and  workers  in  enough  regions  are  af¬ 
fected,  or  if  they  are  heavily  concentrated  in  some  regions,  they  can 
influence  legislation.  This  President,  like  most  postwar  Presidents, 
has  represented  the  voice  of  free  trade  within  the  government.  Laws 
that  attempt  to  reduce  the  President’s  discretion  or  authority  increase 
the  protectionist  thrust  of  trade  policy. 

Protectionist  efforts  are  most  likely  to  be  resisted  when  the  distri¬ 
butional  costs  of  protection  are  also  highly  concentrated.  The  steel 
agreements  hurt  domestic  steel  users,  and  recently  efforts  have  been 
mounted  by  some  of  them,  such  as  Caterpillar,  to  oppose  renewal  of 
the  voluntary  restraint  agreements.  Fabricators  of  copper  wire  and 
other  copper  products  successfully  lobbied  in  1984  against  protection 
for  the  copper  industry,  after  an  International  Trade  Commission  de¬ 
cision  ruling  domestic  copper  producers  had  been  injured  by  im¬ 
ports.  Similarly,  because  the  higher  semiconductor  prices  that  fol¬ 
lowed  an  agreement  to  stop  Japanese  dumping  hurt  high-technology 
American  industries  that  use  this  product,  industry  associations  rep¬ 
resenting  the  two  groups  have  been  working  together  to  fashion  poli¬ 
cies  that  will  be  mutually  beneficial  and,  presumably,  less  protection¬ 
ist.  By  contrast,  consumers  of  final  products  receiving  protection, 
such  as  textiles  and  apparel,  are  in  a  relatively  weak  position  to  pro¬ 
test  the  costs  of  import  restrictions. 

The  benefits  to  producers  in  the  protected  industries  can  be  signif¬ 
icant,  and  include  increased  profits  on  both  the  inputs  and  final 
products.  One  study  of  trade  restrictions  estimated  annual  gains  to 
producers  at  $3.8  billion  for  carbon  steel  products,  $2.6  billion  for 
auto  firms,  $5  billion  for  dairy  products,  and  more  than  $20  billion 
for  textile  and  apparel  firms.  Depending  on  how  they  are  adminis¬ 
tered,  some  of  these  programs  impose  substantial  costs  on  foreign 
producers,  while  others  essentially  transfer,  through  higher  import 
prices,  additional  benefits  to  foreign  firms.  The  same  study  estimated 
that  U.S.  restrictions  transferred  benefits  of  $2  billion  to  foreign  steel 
producers,  $2.2  billion  to  foreign  (Japanese)  auto  firms,  and  $1.8  bil¬ 
lion  to  foreign  textile  firms.  Even  if  these  estimates  are  off  by  a  factor 
of  three,  they  are  still  prizes  well  worth  pursuing.  The  even  higher 
costs  of  these  prizes  are  borne  by  a  large  group  of  consumers  and 
taxpayers. 

Not  surprisingly,  considerable  real  resources  are  spent  in  petition¬ 
ing  governmental  groups  that  make  and  implement  policy.  Everyone, 
whether  having  spent  time  in  Washington  or  not,  is  aware  of  the 
effort,  time,  and  resources  lobbyists  spend  trying  to  influence  trade 
policy.  Nor  is  the  lobbying  activity  restricted  to  representatives  of 
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U.S.  firms.  Department  of  Justice  records  show  that  in  1986  Japan 
spent  more  than  $  1 1  million  on  economic  lobbying  activity  in  the 
United  States,  Indonesia  spent  more  than  $7  million,  and  South  Korea 
more  than  $4  million.  The  resources  spent  on  these  lobbying  activi¬ 
ties  are  wasted  in  an  economic  sense  because  they  are  withdrawn 
from  potentially  productive  activities. 

Protection  in  the  form  of  licensing  and  quotas  may  lead  to  even 
greater  inefficiency  than  tariffs.  If  the  quotas  are  auctioned  off,  as  in 
Hong  Kong  where  licenses  to  export  clothing  to  the  United  States 
may  sell  for  40  percent  of  the  price  of  the  clothing,  then  no  addition¬ 
al  inefficiency  occurs.  But  if  the  quotas  are  allocated  in  some  other 
manner,  as  is  usually  the  case,  then  people  will  be  willing  to  spend 
scarce  resources  trying  to  obtain  them.  Because  the  ownership  of 
quotas  confers  private  gains,  but  no  gains  to  the  economy  as  a  whole, 
this  rent-seeking  activity  is  wasteful.  It  can  be  especially  deleterious 
in  less  developed  countries,  as  studies  indicate  that  the  implicit  value 
of  import  licenses  may  have  been  as  high  as  7.3  percent  of  GNP  in 
India,  and  15  percent  of  GNP  in  Turkey. 

THE  SPECIAL  THREAT  OF  NONTARIFF  MEASURES 

The  opposing  postwar  trends  toward  lower  tariffs,  but  greater  use 
of  nontariff  measures,  raise  two  related  questions.  First,  does  it 
matter  what  form  of  protection  is  used;  second,  why  has  this  change 
in  policy  mix  occurred? 

Most  economists  view  nontariff  measures  as  being  more  costly  than 
tariffs.  Nontariff  measures  may  circumvent  U.S.  laws  and  GATT,  and 
may  be  negotiated,  as  was  the  case  with  the  earlier  restraint  on  Japa¬ 
nese  car  exports  to  the  United  States,  even  when  there  is  no  determi¬ 
nation  of  an  unfair  trade  practice,  or  of  injury  to  domestic  firms. 
Unlike  escape  clause  relief,  there  is  generally  no  provision  for  reduc¬ 
ing  protection  over  time  (“degressivity”),  nor  is  a  formal  time  limit 
imposed  on  the  protection.  The  agreements  do  expire,  but  they  may 
be  renegotiated,  as  has  been  the  experience  in  textiles  and  apparel. 
Producers  in  these  industries  appear  determined  to  maintain  protec¬ 
tion. 

Quantitative  restrictions  are  also  inferior  to  tariffs  because  they 
cartelize  the  market.  By  granting  firms  more  monopoly  power,  they 
lead  to  even  higher  prices.  Studies  indicate  the  restraints  on  Japanese 
automobile  exports  increased  the  price  of  Japanese  cars  in  the  United 
States  by  up  to  $  1 ,000,  and  increased  the  price  of  U.S.  cars  by  about 
$400.  Moreover,  because  imports  cannot  respond  to  increased 
demand,  unexpected  shortages  are  more  likely  to  develop  under 
quantitative  restrictions.  Recent  shortages  of  domestic  steel  forced 
domestic  users  to  import  more  costly  finished  products  not  covered 
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under  the  agreements.  Hence,  quantitative  restrictions  can  under¬ 
mine  the  competitiveness  of  downstream  industries  even  more  than 
do  tariffs. 

Another  problem  that  inevitably  arises  is  how  to  apply  the  nontariff 
measures.  Whereas  tariffs  will  typically  be  applied  on  a  most-favored- 
nation  basis,  quantitative  restrictions  are  usually  imposed  selectively, 
with  specific  limits  granted  to  each  exporting  nation.  The  issue  of  se¬ 
lectivity  versus  most-favored-nation  treatment  is  of  great  concern  to 
developing  country  exporters,  as  well  as  to  importing  nations.  Apart 
from  transferring  tariff  revenues  abroad,  selectivity  further  distorts 
trade,  as  U.S.  importers  cannot  import  from  the  least  expensive,  or 
highest  quality,  foreign  supplier. 

However,  under  flexible  exchange  rates,  domestic  firms  wishing  to 
avoid  risk  may  prefer  quantitative  restrictions.  Unpredictable  move¬ 
ments  in  exchange  rates  can  affect  the  domestic  currency  price  of 
foreign  products,  making  the  amount  of  protection  afforded  by  a 
tariff  uncertain.  Quantitative  restrictions  insulate  the  level  of  imports, 
and  hence  domestic  price,  from  foreign  price  or  exchange-rate  move¬ 
ments. 

Lack  of  transparency  often  makes  nontariff  measures  more  accepta¬ 
ble  than  tariffs  from  a  domestic  political  standpoint.  Whereas  con¬ 
sumers  readily  recognize  tariffs  as  a  form  of  taxation,  they  are  unlike¬ 
ly  to  perceive  the  similar  effect  of  quantitative  restrictions,  because 
the  price  changes  are  hidden.  Nontariff  measures  are  also  usually 
more  acceptable  to  exporting  nations.  The  use  of  tariffs  under 
GATT’s  escape  clause  requires  compensation  to  foreigjn  exporting 
nations,  or  allows  them  to  retaliate.  Because  voluntary  restraints  fall 
in  a  grey  area  outside  of  GATT  jurisdiction,  the  country  imposing 
them  need  not  worry  about  these  provisions.  Exporters  are  compen¬ 
sated  indirectly  because  they  can  charge  higher  prices  for  the  re¬ 
duced  amount  of  goods  being  shipped,  or  can  divert  exports  to 
higher  profit  items.  Naturally,  the  losers  are  consumers  and  taxpayers 
in  the  importing  country. 

A  more  transparent  system  would  be  highly  preferable  for  the  pop¬ 
ulation  at  large.  If  the  tariff-imposing  nation  had  to  reduce  other  tar¬ 
iffs  as  compensation,  or  if  some  of  its  exporting  industries  faced 
higher  retaliatory  tariffs  abroad,  an  active  constituency  to  limit  the 
extent  or  length  of  protection  would  appear. 

The  United  States  has  suggested  one  innovative  strategy  for  deal¬ 
ing  with  nontariff  measures  in  the  Uruguay  Round  negotiations  on 
agriculture.  Before  the  effects  of  existing  nontariff  barriers  can  be  re¬ 
duced,  the  proposal  calls  for  “tariffication”  of  these  barriers — that  is, 
converting  them  into  tariff  equivalents  that  will  then  be  the  basis  for 
negotiations  on  barrier  removal.  The  Japan  beef  and  citrus  agree- 
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ment  is  a  good  example  of  the  potential  of  this  approach.  The  agree¬ 
ment  calls  for  the  phase-out,  over  a  3-  to  4-year  period,  of  import 
quotas  on  beef  and  oranges,  and  of  Japan’s  Livestock  Industry  Pro¬ 
motion  Corporation’s  import  management  operations.  These  nontar- 
iff  measures  will  be  replaced  by  tariffs  that  are  scheduled  to  decline 
to  50  percent  by  1993. 

While  confining  protection  to  tariffs  will  not  cause  protectionist 
pressure  to  disappear,  it  may  create  stronger  political  opposition  to 
increased  protection.  It  will  also  make  it  easier  to  negotiate  mutual 
reductions  in  trade  barriers.  Paradoxically,  this  policy  may  imply,  as 
some  have  suggested,  that  laws  should  be  modified  to  make  it  easier 
for  firms  to  obtain  temporary  protection  under  escape  clause  criteria 
so  that  the  pressure  for  resorting  to  nontariff  measures  is  reduced. 

TEXTILES  AND  AGRICULTURE— CASE  STUDIES  IN  PROTECTION 

Textiles  and  agriculture  are  two  of  the  most  heavily  protected  sec¬ 
tors  in  virtually  all  industrialized  countries.  No  doubt  part  of  the  ex¬ 
planation  is  historical,  given  the  importance  of  these  sectors  in  the 
industrialization  process.  Yet  implicit  and  explicit  support  and  pro¬ 
tection  have  been  provided  for  protracted  periods  of  time,  with  pro¬ 
gram  costs  far  in  excess  of  costs  associated  with  most  other  forms  of 
government  intervention.  Industrial  country  protection  is  significant 
not  only  for  the  costs  imposed  on  domestic  consumers,  but  also  for 
the  burden  placed  on  developing  economies. 

Textiles  and  Apparel 

Protection  has  been  the  rule  rather  than  the  exception  in  these  in¬ 
dustries.  During  the  19th  century  the  U.S.  industry  developed  behind 
high  tariff  walls.  During  the  interwar  period,  the  Great  Depression 
and  increased  competition  from  Japan  led  to  increased  protection. 
Many  industrial  countries  resorted  to  quotas;  in  1930  the  United 
States  raised  tariffs  to  60  percent  on  woolens  and  46  percent  on  cot¬ 
tons.  In  1936  Japan  and  the  United  States  reached  an  agreement  to 
restrict  Japanese  exports,  setting  a  precedent  for  the  “voluntary”  re¬ 
straints  of  the  postwar  period. 

Postwar  liberalization  of  the  industrial  world’s  trade  did  not  extend 
fully  to  Japan.  Although  Japan  entered  GATT  in  1955,  many  coun¬ 
tries  continued  to  restrict  textile  imports  from  that  country  under  Ar¬ 
ticle  XXXV,  an  annex  specifically  allowing  nonapplication  of  GATT 
provisions  to  new  members.  The  inaccessibility  of  the  European 
market  diverted  additional  exports  to  the  United  States.  In  1956  the 
Congress  authorized  negotiations  to  limit  textile  imports.  The  follow¬ 
ing  year  Japan  again  agreed  “voluntarily”  to  limit  exports  to  this 
country. 
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This  limit  on  Japanese  exports  led  to  increased  U.S.  imports  from 
other  countries,  notably  Hong  Kong,  whose  1960  exports  to  the 
United  States  surpassed  Japanese  levels.  In  response,  GATT  adopted 
the  “Decision  on  the  Avoidance  of  Market  Disruption,”  which  al¬ 
lowed  restrictions  on  a  discriminatory  basis,  even  if  actual  injury  had 
not  occurred.  This  decision  became  the  basis  for  the  ensuing  Short 
Term  Arrangement  (1961)  and  the  more  comprehensive  Long  Term 
Arrangement  (1962). 

But  the  Long  Term  Arrangement  did  not  stem  domestic  protec¬ 
tionist  pressures.  From  1961  to  1972  textile  imports  increased  by  135 
percent  in  real  terms,  while  apparel  imports  soared  by  well  over  400 
percent,  with  much  of  the  growth  in  man-made  fiber  products  not 
covered  under  the  Long  Term  Arrangement.  In  response,  the  United 
States  negotiated  several  bilateral  agreements  restricting  imports  of 
products  made  from  wool  or  man-made  fibers.  The  Multi-Fiber  Ar¬ 
rangement,  negotiated  in  '973  and  implemented  in  1974,  legitimized 
these  bilateral  agreements  and  provided  a  framework  for  negotiating 
additional  bilateral  export  restraints.  Subsequent  Multi-Fiber  Ar¬ 
rangements  have  extended  the  material,  product,  and  country  cover¬ 
age,  so  that  roughly  60  percent  of  world  trade  in  textiles  and  apparel 
is  now  restricted,  the  main  exception  being  trade  among  the  industri¬ 
al  countries  (excluding  Japan).  Recent  agreements  have  added  a 
“call”  provision  that  allows  the  United  States  unilaterally  to  restrict 
products  not  previously  covered  under  the  agfreements  in  response  to 
an  import  surge.  The  current  agreement,  Multi-Fiber  Arrangement 
IV,  is  scheduled  to  expire  in  1991. 

While  the  nominal  tariff  rates  on  textiles  and  on  apparel  average 
around  10  percent  and  20  percent,  respectively,  the  combined  pro¬ 
tection  afforded  by  tariff  and  nontariff  barriers  is  nearly  30  percent 
for  textiles  and  more  than  50  percent  for  apparel.  The  annual  esti¬ 
mated  cost  to  U.S.  consumers  of  the  protection  exceeds  $20  billion. 
Furthermore,  world  restrictions  on  trade  in  textiles  and  apparel 
impose  an  enormous  burden  on  developing  economies.  These  prod¬ 
ucts  account  for  80  percent  of  Jamaica’s  manufactured  exports,  72 
percent  of  Pakistan’s  exports,  and  89  percent  of  all  exports  from 
Bangladesh  (100  percent  of  its  manufactured  exports).  The  restric¬ 
tions  limit  exports  to  the  main  developed  economies  and  divert  sales 
to  other  importers.  Some  exporting  nations  allocate  export  quotas  to 
Multi-Fiber  Arrangement  countries  among  domestic  producers  based 
upon  those  firms’  exports  to  non-Multi-Fiber  Arrangement  import¬ 
ers.  This  method  of  allocating  quotas  leads  to  overshipments  to  these 
latter  importers,  exacerbating  the  pressure  for  additional  worldwide 
protection. 
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The  combined  textiles  and  apparel  sector  remains  one  of  the  larg¬ 
est  manufacturing  sectors  in  the  United  States,  employing  more  than 
1.8  million  workers.  Over  the  past  25  years  labor  productivity  in  the 
textile  industry  has  gfrown  by  more  than  4  percent  per  year,  above 
the  national  average,  while  productivity  in  apparel  has  gfrown  by  an 
average  of  2.8  percent  since  1973.  Employment  declined  through 
1986,  partly  because  of  productivity  increases.  In  1987  and  the  first 
half  of  1988  employment  stabilized  in  apparel,  and  grew  in  textiles. 
In  real  terms,  domestic  textile  production  has  increased  by  more 
than  140  percent  since  1960,  while  apparel  production  has  increased 
by  more  than  60  percent.  Profits  rose  in  1987  and  the  first  half  of 
1988. 

Yet  the  pressure  to  protect  continues.  In  recent  years  the  Adminis¬ 
tration  has  repeatedly  had  to  fight  even  more  protectionist  legisla¬ 
tion,  using  vetos  that  were  sustained  in  1985  and  1988.  This  case  is 
clearly  not  one  of  temporary  protection  to  allow  adjustment,  and  the 
protection  cannot  be  justified  under  any  escape  clause  criteria.  The 
question  is  whether  tariffication  could  help  reduce  this  pressure,  be¬ 
cause  the  social  costs  of  this  protectionist  policy  remain  high. 

Agriculture 

Agriculture,  like  textiles,  is  an  important  industry  whose  relative 
economic  significance  has  waned.  Employment  in  American  farming, 
now  just  over  3  million,  has  declined  both  in  absolute  and  relative 
terms  in  the  postwar  period.  Similarly,  the  value  of  agricultural 
output  as  a  share  of  GNP  has  declined  sharply  during  this  period. 
Agriculture  has  maintained  an  important,  although  declining,  share 
of  total  U.S.  merchandise  exports.  Exports  remain  crucial  to  the  vital¬ 
ity  of  the  ag^cultural  sector. 

For  the  world  as  a  whole,  output  of  agricultural  products  has 
grown  by  about  150  percent  over  the  period  1950-86,  in  contrast 
with  the  nearly  600  percent  increase  in  manufactures.  Although  the 
volume  of  world  trade  in  agriculture  has  increased  more  rapidly  than 
agricultural  output,  the  relative  share  of  ag^culture  in  world  trade 
has  declined  from  nearly  50  percent  in  1950  to  less  than  15  percent 
in  1986. 

The  economic  and  political  importance  of  this  sector  is  apparent 
from  the  types  of  support  programs  that  most  developed  economies 
maintain.  Unlike  textile  progframs,  those  in  agriculture  have  involved 
both  domestic  and  border  measures,  and  have  not  only  affected  the 
volume  of  trade,  but  in  several  cases  also  actually  reversed  trade  pat¬ 
terns.  In  terms  of  their  impact  on  both  taxpayers  and  consumers, 
these  policies  have  tended  to  become  more  costly.  One  estimate  indi¬ 
cates  that  the  cost  of  farm  policies  to  taxpayers  and  consumers  in  the 
OECD  countries  was  about  $200  billion  in  1986. 
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The  United  States  began  using  price  supports  and  land  diversion 
programs  to  increase  farm  family  incomes  before  World  War  II. 
These  programs  continued  to  evolve  after  the  war.  However,  relative¬ 
ly  high  market  prices  during  the  1970s  for  the  major  crops  covered 
by  these  support  programs  reduced  the  cost  of  farm  prog^ms  to  tax¬ 
payers.  Program  changes  made  in  1981  and  1985,  however,  com¬ 
bined  with  relatively  low  market  prices  to  cause  unprecedented 
budget  outlays  as  well  as  record  nominal  net  farm  incomes.  As  meas¬ 
ured  in  1982  dollars,  the  total  taxpayer  cost  of  farm  programs,  which 
varies  with  market  conditions,  increased  from  under  $4  billion  in  the 
early  1950s  to  more  than  $20  billion  in  the  mid-1980s. 

Because  U.S.  programs  typically  involve  price  supports  or  deficien¬ 
cy  payments,  and  because  the  United  States  is  a  major  exporter  of 
many  agricultural  products,  border  measures  are  not  usually  needed 
to  keep  out  foreign  products.  In  some  products,  such  as  dairy,  sugar, 
beef,  and  peanuts,  the  United  States  does  maintain  quantitative  bar¬ 
riers  on  imports  to  support  domestic  producer  prices.  Apart  from  the 
dairy  program,  these  other  programs  impose  little  direct  burden  on 
taxpayers,  but  they  do  result  in  significantly  higher  consumer  prices. 
Under  the  domestic  sugar  program,  for  example,  import  quotas  are 
adjusted  annually  to  achieve  a  high  domestic  price.  While  both  the 
protective  effect  and  costs  of  the  program  depend  upon  the  world 
price  and  the  domestic  stabilization  price,  current  protection  levels 
exceed  100  percent,  and  the  estimated  annual  consumer  costs  for 
1987  exceeded  $3  billion.  The  use  of  export  quotas  rather  than  tariffs, 
and  the  allocation  of  these  quotas  to  specific  foreign  exporters, 
resulted  in  a  transfer  to  these  exporters  of  nearly  $300  million, 
reflecting  the  difference  between  U.S.  and  world  prices.  The  additional 
revenue  to  domestic  producers  for  1987  was  about  $1.7  billion.  These 
benefits  are  highly  concentrated  among  producers,  resulting  in  an 
average  transfer  to  sugar  g^rowers  of  $50,000  to  $100,000  per  farm. 

Regardless  of  the  crop  or  the  country,  government  programs  sig¬ 
nificantly  benefit  farmers  in  developed  countries.  As  documented  in 
the  1988  Economic  Report  of  the  President,  the  producer  subsidy  equiva¬ 
lent,  which  measures  the  estimated  percentage  decrease  in  gross  farm 
income  that  would  occur  if  all  of  a  country’s  internal  and  border 
measures  were  removed,  increased  sharply  for  the  United  States, 
fiom  11  percent  in  1979  to  34  percent  in  1986.  However,  U.S.  farm¬ 
ers  would  benefit  if  all  nations  were  gradually  to  remove  their  distor¬ 
tionary  agricultural  policies,  as  the  President  has  proposed  as  part  of 
the  Uruguay  Round  negotiations. 

'fhe  Common  Agricultural  Policy  of  the  EC  entails  high  producer 
prices  and  a  variable  levy  on  imports  that  keeps  European  consumer 
prices  well  above  world  prices.  This  subsidy  progfram  has  trans- 
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formed  the  EC  from  a  grain  importer  to  a  surplus  producer.  To  dis¬ 
pose  of  these  surplus  stocks,  the  EC  adds  an  additional  subsidy  to 
promote  its  exports.  In  the  1987  budget  year  the  EC  received  about 
$1.9  billion  from  import  levies,  and  paid  out  $10.8  billion  for  export 
subsidies.  These  export  subsidies  increased  signiflcantly  during  the 
preceding  decade.  While  benefiting  importers,  the  subsidies  create 
conflicts  with  other  ag^cultural  exporters,  including  the  United 
States  and  producers  in  developing  countries.  The  total  budget  of 
the  Common  Agricultural  Policy  was  about  $27  billion  in  1987,  and 
represented  about  64  percent  of  the  Community’s  total  budget. 

Japan  remains  a  major  agricultural  importer  despite  the  fact  that  its 
agricultural  protection  remains  among  the  highest  for  developed 
countries.  Estimated  ad  valorem  tariff  equivalents  for  many  ag^cultur- 
al  products,  including  rice,  wheat,  barley,  sugar,  and  beef,  were  all 
above  100  percent  in  the  middle  1980s.  Domestic  rice  prices  current¬ 
ly  exceed  five  times  world  prices.  As  shown  in  the  1988  Economic 
Report,  Japan’s  producer  subsidy  equivalent  of  79  percent  is  well 
above  that  of  any  other  major  industrial  country,  and  this  rate  had 
increased  significantly  in  less  than  a  decade.  These  programs  result 
not  only  in  taxpayer  costs,  but  in  higher  prices  for  Japanese  consum¬ 
ers,  who  spend  a  considerably  larger  percent  of  their  income  on  food 
products  than  do  consumers  in  the  United  States.  These  barriers 
remain  because  Japanese  farmers  are  a  politically  potent  group,  and 
they  have  vigorously  opposed  liberalization  attempts. 

As  with  textiles,  many  of  these  agricultural  programs  are  outside  of 
GATT  discipline,  largely  because  of  U.S.  desires  in  the  early  years  of 
GATT.  The  high  degree  of  protection  and  subsidization  in  agricul¬ 
ture  has  led  to  significant  international  tension.  This  tension,  and  the 
massive  distortion  that  results  from  these  policies,  constitute  a  major 
impetus  behind  the  sweeping  U.S.  proposal  in  the  Uruguay  Round  to 
eliminate  all  market-distorting  ag^cultural  policies.  Moreover,  a  large 
portion  of  U.S.  market-opening  activities  is  directed  toward  agricul¬ 
tural  products.  These  and  other  market-opening  activities  are  the 
subject  of  the  next  section. 

FREE  AND  FAIR  TRADE 

In  the  early  postwar  period  the  United  States  was  prepared  to 
accept  the  fact  that  its  trading  partners  used  nontariff  barriers  more 
than  it  did,  because  the  primary  U.S.  aim  was  to  foster  recovery  over¬ 
seas.  As  recovery  proceeded  and  the  income  gap  decreased,  however, 
Americans  came  to  think  that  the  responsibility  for  fostering  trade 
liberalization  should  be  shared  more  equitably. 
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Domestic  protectionist  sentiment  has  increased  during  the  past  two 
decades.  Recently,  U.S.  exporters  have  sought  relief  from  foreign 
practices  that  were  perceived  to  treat  their  products  unfairly.  This 
sense  of  unfairness  was  exacerbated  by  declining  U.S.  agricultural  ex¬ 
ports,  and  the  increasing  importance  of  services  and  intellectual 
property  rights,  neither  of  which  was  protected  under  GATT  disci¬ 
pline. 

Despite  this  adverse  political  climate,  this  Administration  has  man¬ 
aged  to  sidetrack  some  major  pieces  of  protectionist  legislation.  Polit¬ 
ical  pressure  was  adroitly  diverted  toward  an  effort  to  open  foreign 
markets  to  American  products  through  the  use  of  Section  301  of  the 
Trade  Act  of  1974.  The  spirit  of  this  provision  is  to  help  the  govern¬ 
ment  carry  out  its  legitimate  roles  in  fostering  and  maintaining  a  free 
and  fair  trading  system.  Implementation  of  the  provisions  raises 
some  complex  issues,  however,  especially  when  international  agree¬ 
ments  do  not  cover  the  alleged  unfair  foreign  practices. 

Under  Section  301,  as  amended,  the  United  States  Trade  Repre¬ 
sentative  is  authorized,  subject  to  Presidential  direction,  to  take 
specific  actions  to  obtain  the  elimination  of  unfair  foreign  trade  prac¬ 
tices.  These  practices  include,  but  are  not  limited  to,  policies  that  re¬ 
strict  U.S.  exports  to  that  country,  that  undermine  U.S.  export  mar¬ 
kets,  and  that  deny  American  residents  the  protection  of  intellectual 
property  rights.  Although  the  ultimate  sanction  available  to  the 
United  States  under  the  statute  is  retaliation,  the  purpose  of  the 
process  is  to  obtain  successful  resolution  of  the  conflict,  not  to  close 
American  markets.  In  fact,  few  of  the  cases  brought  under  this  Ad¬ 
ministration  have  resulted  in  retaliatory  tariffs. 

If  the  unfair  practice  violates  GATT  obligations,  then  the  usual  dis¬ 
pute  settlement  mechanism  of  GATT  can  be  used.  The  usefulness  of 
Section  301  action  derives  from  the  weakness  of  GATT’s  dispute  set¬ 
tlement  procedures,  and  its  limited  coverage. 

SECTION  SOI  IN  PRACTICE 

Since  Section  301  was  passed  in  1974,  about  70  cases  have  arisen, 
nearly  50  during  this  Administration.  More  than  20  cases  have  been 
initiated  since  1985,  10  of  which  were  initiated  by  the  Administration 
without  a  private  petitioner.  Nearly  one-half  of  the  petitions  have 
dealt  with  raw  and  processed  agricultural  products,  including  grains, 
beverages,  leather,  and  tobacco  products.  The  other  major  sources  of 
petitions  include  eight  filed  by  steel  producers,  nine  involving  service 
industries  (such  as  insurance  and  films),  four  filed  by  footwear  pro¬ 
ducers,  and  several  recently  filed  by  the  Pharmaceutical  Manufactur¬ 
ers  Association  involving  intellectual  property  rights.  The  basis  of 
many  of  these  petitions  mirrors  the  weakness  in  GATT  disciplines  in 
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agriculture,  and  the  lack  of  coverage  for  intellectual  property  rights 
and  services. 

The  Section  301  process  of  market-opening  has  resulted  in  impor¬ 
tant  agreements.  The  Japan  beef  and  citrus  agreement,  which  was  ne¬ 
gotiated  under  the  threat  of  imminent  Section  301  action,  has  been 
mentioned.  Under  earlier  Section  301  actions  the  Japanese  agreed  to 
lower  tariffs  and  end  the  state  monopoly’s  discriminatory  treatment 
of  imported  tobacco  products.  Separately  they  also  agreed  to  reduce 
some  tariffs,  on  a  most-favored-nation  basis,  to  compensate  for 
GATT-illegal  leather  and  leather  footwear  import  quotas.  Agree¬ 
ments  with  South  Korea  include  one  that  increased  foreign  access  to 
the  domestic  insurance  industry,  another  that  resulted  in  sweeping 
modifications  of  Korea’s  laws  and  regulations  concerning  intellectual 
property,  and  a  third  liberalizing  the  Korean  market  for  imported 
cigarettes. 

The  emphasis  on  market-opening  in  the  trade  law  has  facilitated 
the  conclusion  of  bilateral  agreements  even  without  Section  301 
action.  Examples  include  agreements  with  Japan  to  increase  access  to 
their  domestic  construction  industry,  to  modify  the  procedures  for 
government  procurement  of  supercomputers,  and  to  allow  foreign  at¬ 
torneys  to  practice  their  home  law  in  Japan.  Partly  because  of  U.S. 
pressure,  both  South  Korea  and  Taiwan  significantly  reduced  their 
tariff  barriers,  and  Taiwan  improved  its  intellectual  property  rights 
protection.  In  a  recent  case,  U.S.  petitioners  voluntarily  withdrew 
their  petition  against  South  Korea  after  an  agreement  was  announced 
to  open  that  country’s  film  market  significantly. 

Attempts  to  define  unfair  trade  practices,  for  the  purposes  of  Sec¬ 
tion  301 -type  actions  by  any  country,  can  raise  complex  issues.  A 
country  might,  for  example,  undertake  deregulation  or  privatization 
measures  for  purely  domestic  reasons.  Nevertheless,  these  measures 
are  likely  to  confer  benefits  on  some  foreign  firms,  particularly  be¬ 
cause  government  procurement  processes  are  typically  less  open  than 
private  procurement  procedures.  Should  the  liberalized  country  be 
entitled  to  compensatory  trade  liberalization  from  others  for  its 
policy?  This  issue  is  unresolved  and  is  a  potential  source  of  friction. 

Another  issue  concerns  the  extent  to  which  any  government  inter¬ 
vention  in  the  economy  is  deemed  to  be  unfair.  The  United  States 
typically  has  more  of  a  laissez-faire  attitude  toward  economic  develop¬ 
ment  than  other  countries,  particularly — but  not  exclusively — those  in 
the  developing  world.  Many  of  these  latter  countries  practice  active 
government  intervention.  This  intervention  may  include  subsidies  to 
specific  domestic  industries,  which  necessarily  distort  trade  patterns, 
or  regional  subsidies.  While  the  latter  subsidies  can  be  trade  neutral 
in  an  overall  sense,  nevertheless  they  are  likely  to  hurt  some  (and 
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help  other)  U.S.  industries.  The  law  is  unclear  as  to  whether  such  re¬ 
gional  subsidies  are  unbir. 

In  pursuing  action  under  Section  301  other  complex  problems 
arise.  Petitioning  firms  want  to  use  the  process  to  their  advantage, 
which  sometimes  means  they  are  more  interested  in  obtaining  do¬ 
mestic  protection  from  foreign  competition  than  in  opening  foreign 
markets.  Such  efforts  must  be  resisted.  At  times  the  executive  branch 
may  find  itself  under  pressure  from  a  domestic  industry  to  pursue 
Section  301  action  against  a  foreign  practice  that  harms  one  U.S.  in¬ 
dustry  but  actually  benefits  the  country  as  a  whole.  For  example,  if  a 
foreign  country  taxes  exports  of  a  primary  product,  this  policy  will 
discourage  domestic  production  and  exports  of  that  primary  product, 
but  will  encourage  exports  of  processed  goods  derived  from  it. 
American  firms  that  produce  the  processed  product  will  be  hurt,  but 
U.S.  producers  of  the  primary  product  will  benefit.  If  the  processors 
initiate  a  Section  301  action,  should  the  United  States  attempt  to 
eliminate  this  foreign  policy  because  it  is  “unfair”  and  burdens  U.S. 
processors,  even  though  the  policy’s  overall  impact  on  the  U.S.  econ¬ 
omy  may  be  beneficial? 

In  some  cases  tangible  evidence  of  discrimination  against  U.S. 
products  may  be  difficult  to  obtain.  In  the  Japan  semiconductor  case, 
an  agreement  was  reached  to  end  Japanese  dumping  of  semiconduc¬ 
tors  in  the  United  States  and  third-country  markets  and  to  increase 
access  for  foreign  firms  in  the  Japanese  market.  A  subsequent  sharp 
increase  in  prices  raised  costs  for  industries  using  semiconductors  as 
inputs,  thereby  weakening  the  competitiveness  of  these  high-tech 
firms.  Tangible  evidence  of  Japanese  discrimination  against  U.S. 
firms  was  hard  to  document.  The  criteria  used  for  gauging  market 
access  was  the  U.S.  share  of  the  Japanese  semiconductor  market.  Be¬ 
cause  this  share  has  not  increased  sufficiently,  the  United  States  has 
put  100  percent  tariffs  on  $165  million  worth  of  selected  Japanese 
products.  This  is  one  of  the  relatively  few  such  retaliatory  tariffs  that 
have  resulted  from  this  Administration’s  market-opening  trade  policy. 

RECENT  MODIFICATIONS  IN  THE  LAW 

Several  sections  of  the  Omnibus  Trade  and  Competitiveness  Act  of 
1988  dictate  significant  changes  in  the  U.S.  campaign  against  unfair 
trade  practices.  Mandatory  action  is  now  required,  subject  to  a  limit¬ 
ed  number  of  exceptions,  if  the  foreign  practice  is  found  to  violate  a 
.trade  agreement  or  to  be  unjustifiable  and  a  burden  to  U.S.  com¬ 
merce.  The  removal  of  discretion  is  likely  to  lead  to  more  frequent 
resort  to  retaliation.  Moreover,  this  provision  may  make  it  harder  for 
the  United  States  to  obtain  agreements  from  foreign  countries  to 
modify  their  practices.  Under  U.S.  law,  countries  that  agree  to  under- 
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take  measures  to  eliminate  practices  that  previously  were  not  subject 
to  mandatory  action  will  be  deemed  to  have  entered  into  a  trade 
agreement  and  henceforth  be  subject  to  mandatory  retaliation  if  the 
proposed  changes  are  not  fully  implemented.  This  modification  in 
the  law  may  reduce  the  incentive  for  countries  to  agree  to  alter  their 
policies. 

Other  sections  of  the  law  require  the  U.S.  Government  to  self-initi¬ 
ate  Section  301  investigations  and  to  name  specific  countries  as 
“unfair  traders.”  Section  1302  of  the  1988  act  requires  the  identifica¬ 
tion  of  priority  foreign  practices,  the  elimination  of  which  would  have 
the  most  benefit  for  U.S.  commerce,  and  of  priority  countries  that 
undertake  such  practices.  Section  1302  also  purports  to  require  the 
United  States  Trade  Representative  to  enter  into  negotiations  with 
these  countries  in  order  to  obtain  agfreements  to  remove  the  barriers. 
In  essence,  this  provision  requires  the  government  to  indict  a  coun¬ 
try’s  entire  set  of  trade  practices,  not  one  specific  aspect  of  its  poli¬ 
cies. 

The  telecommunications  section  of  the  1988  act  requires  the  gov¬ 
ernment  to  investigate  foreign  country  practices  in  telecommunica¬ 
tions  and  decide  which  arc  most  offensive,  as  well  as  which  would 
reap  the  most  commercial  benefit  for  the  United  States  upon  modifi¬ 
cation.  If  agreements  to  modify  them  cannot  be  reached,  the  law  au¬ 
thorizes  the  President  to  retaliate.  It  also  directs  the  President,  if  he 
does  take  retaliatory  action,  to  target  telecommunications  trade.  It 
will  be  a  challenge  to  implement  these  procedures  in  a  way  that 
opens  foreigfn  markets,  instead  of  causing  the  United  States  to  close 
domestic  ones. 


AGENDA  FOR  THE  FUTURE 

The  future  of  the  international  trading  system,  and  the  way  in 
which  modifications  to  it  are  negotiated,  are  arguably  at  a  crossroad. 
The  GATT  system  has  fimctioned  remarkably  well  during  the  past  40 
years  by  all  but  eliminating  tariffs  on  manufactured  products  as  a 
major  trade  impediment,  but  it  has  been  far  less  successful  in  limiting 
other  obstacles  to  trade.  The  increased  reliance  on  nontariff  meas¬ 
ures  makes  further  progress  more  difficult,  notwithstanding  the  limit¬ 
ed  success  achieved  in  the  Tokyo  Round.  Expanding  GATT’s  cover¬ 
age  to  include  important  omissions,  including  agriculture,  services, 
and  intellectual  property  rights,  is  complex  because  it  may  require 
basic  modifications  in  domestic  law  or  policy,  not  just  in  international 
conventions. 

The  multilateral  negotiating  process  is  complicated  by  the  increase 
in  the  number  of  important  participants,  and  the  consequent  tenden- 
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cy  toward  bilateral  or  plurilateral  liberalization  outside  GATT.  While 
the  United  States,  Canada,  the  European  Community,  and  Japan 
remain  the  most  important  trading  nations,  the  share  of  world  trade 
in  manufactures  controlled  by  the  middle-income  developing  coun¬ 
tries  has  tripled,  from  5.0  percent  in  1965  to  15.3  percent  in  1983. 
Individual  concessions  by  these  nations  on  issues  such  as  intellectual 
property  rights,  trade-related  investment  measures,  or  trade  in  serv¬ 
ices  are  less  important  to  the  larger  nations  than  are  collective  con¬ 
cessions.  In  multilateral  negotiations,  a  free-rider  problem  arises  be¬ 
cause  smaller  nations,  hoping  to  gain  from  the  final  package,  which 
will  be  applied  on  a  most-favored-nation  basis,  have  less  incentive  to 
make  individual  concessions.  This  problem  explains  the  tendency  for 
supplemental  codes  to  GATT  to  be  applied  only  to  signatories,  and 
not  to  all  GATT  members. 

The  tendency  toward  bilateralism  is  evident  in  a  variety  of  ways, 
none  of  which  is  necessarily  a  negative  factor  by  itself.  Bilateral 
agreements  negotiated  by  the  United  States  under  Section  301,  while 
applied  on  a  most-favored-nation  basis,  nevertheless  clearly  have  the 
intent  of  removing  those  trade  barriers  most  significant  to  this  coun¬ 
try.  The  Israel-United  States  Free-Trade  Agreement,  which  came  into 
effect  in  1985,  has  already  significantly  liberalized  trade  between  the 
two  countries.  As  of  January  1,  1989,  Israel  will  have  eliminated 
duties  on  80  percent  of  its  imports  from  the  United  States.  In  1987 
the  United  States  and  Mexico  concluded  a  bilateral  understanding 
that  provides  a  framework  of  principles  and  a  consultative  mechanism 
to  improve  economic  relations.  This  understanding,  in  conjunction 
with  trade  liberalization  programs  Mexico  has  undertaken  as  part  of 
its  accession  to  GATT  in  1986,  should  enhance  trade  flows  between 
the  two  countries.  The  Canada-United  States  Free-Trade  Agfreement, 
which  enters  into  effect  this  year,  creates  the  world’s  largest  free- 
trade  area.  The  simultaneous  reduction  of  U.S.  and  Canadian  tariffs 
and  some  nontariff  measures  will  expand  trade  between  the  two  na¬ 
tions,  and  both  will  undoubtedly  gain.  Because  the  benefits  of  the 
agfreement  are  not  conferred  on  a  most-favored-nation  basis,  howev¬ 
er,  other  countries  may  not  necessarily  share  in  this  gain,  as  some 
trade  is  diverted  away  from  them.  These  bilateral  agreements  will  be 
especially  beneficial  if  they  foster  further  multilateral  liberalization. 

Whether  bilateral  or  multilateral  liberalization  will  prevail  depends 
significantly  on  two  major  events:  the  outcome  of  the  EC  integration, 
scheduled  to  be  completed  by  1992,  and  the  outcome  of  the  Urugfuay 
Round  GATT  negotiations,  scheduled  to  end  in  1990. 
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“EC  1992”— THE  SINGLE  INTERNAL  MARKET  IN  EUROPE 

In  1985  the  member  states  of  the  European  Community  undertook 
to  eliminate  all  remaining  economic  barriers  between  them  by  1992. 
Since  the  late  1960s  the  EC  has  been  operating  as  a  customs  union 
with  a  common  external  tariff  and  no  internal  tariffs.  Yet  various 
nontariff  barriers  remain,  including,  for  example,  technical  require¬ 
ments  that  differ  among  member  states  (for  instance  safety  standards 
on  machinery  and  health  standards  on  agricultural  products)  and 
public  procurement  practices  that  discriminate  in  favor  of  domestic 
suppliers.  Despite  the  absence  of  tariffs,  cumbersome  customs  proce¬ 
dures  are  required  because  member  states  have  different  value-added 
and  excise  tax  systems.  The  internal  market  reforms  are  intended  to 
eliminate  or  substantially  reduce  barriers  by  harmonizing  tax  rates, 
eliminating  restrictive  technical  standards,  liberalizing  financial  sector 
regulations,  and  enforcing  intra-European  competitive  bidding  in 
public  procurement. 

To  many  in  Europe  this  liberalizing  process  represents  the  logical 
next  step  in  consolidating  the  economic  advantages  of  the  customs 
union  framework.  Substantial  gains  are  expected  from  the  realization 
of  scale  economies,  once  technical  standards  are  uniform  across  this 
large  market,  which  now  spans  12  countries.  Financial  service  inte¬ 
gration  is  expected  to  lower  the  cost  of  capital  to  investors,  and  effi¬ 
ciency  gains  are  expected  from  more  fully  competitive  bidding  on  the 
sizable  government  procurement  market,  from  tax  harmonization, 
and  from  the  elimination  of  administrative  and  time  costs  of  customs 
arrangements.  A  study  done  for  the  Commission  of  the  EC,  which 
has  been  planning  the  directives  for  the  changes,  puts  the  expected 
contribution  to  baseline  GDP  in  Europe  at  4.5  percent  over  the 
medium  term,  and  to  employment  of  almost  2  million  new  jobs.  For 
an  economic  bloc  that  has  been  slow  to  recover  from  the  stagflation 
of  the  1970s  and  the  recession  in  the  early  1980s,  a  potential  eco¬ 
nomic  boost  of  this  sort  could  provide  sufficient  incentive  for  govern¬ 
ments  to  overcome  domestic  resistance  to  these  reforms. 

For  the  U.S.  economy  the  EC  1992  reforms  offer  potential  bene¬ 
fits,  in  addition  to  possible  barriers  alluded  to  in  American  business¬ 
es’  fear  of  a  Fortress  Europe.  The  effects  will  be  felt  in  two  distinct 
ways:  through  American  trade  with  Europe,  and  through  American 
investment  on  the  continent.  As  a  trading  partner,  the  United  States 
and  other  countries  outside  the  EC  may  lose  to  the  extent  that  the 
easier  movement  of  goods  within  Europe  encourages  more  internal 
trade,  and  puts  outsiders  at  a  relative  disadvantage.  If  the  reforms  do 
result  in  substantial  European  growth,  however,  this  growth  may  in¬ 
crease  the  amount  of  the  Community’s  external  trade,  including  U.S. 
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exports  to  Europe.  These  gains  will  only  be  realized,  however,  if  the 
EC  remains  open  to  the  rest  of  the  world. 

The  issues  differ  somewhat  for  the  United  States  as  an  investor.  As 
long  as  American  firms  located  in  Europe  are  granted  “national 
treatment,”  that  is,  the  same  rights  of  market  access  as  European 
firms,  their  gains  from  the  increased  efficiency  of  an  expanded  single 
market  are  the  same  as  for  their  European  counterparts.  This  issue  is 
of  considerable  concern  to  the  United  States  because  the  Europeans 
are  considering  a  reciprocity  standard  for  granting  third-country  fi¬ 
nancial  institutions  access  to  the  newly  integrated  financial  market. 
Under  strict  reciprocity  the  EC  could  deny  entry  to  American  firms 
as  U.S.  laws  in  the  financial  sector  are  not  equivalent  to  those  of  the 
EC.  Consequently,  U.S.  firms  not  already  established  in  Europe 
would  not  benefit  from  the  reforms. 

URUGUAY  ROUND  NEGOTIATIONS 

At  the  United  States’  urging,  the  eighth  round  of  GATT  negotia¬ 
tions  was  launched  in  Punta  del  Este,  Uruguay,  in  September  1986. 
The  work  was  divided  into  two  main  parts,  a  Group  of  Negotiations 
on  Goods  and  a  Group  of  Negotiations  on  Services.  Actual  negotia¬ 
tions  began  in  February  1987. 

While  all  negotiating  areas  are  important  to  the  United  States,  the 
main  U.S.  objectives  are  to  correct  the  weaknesses  in  GATT  coverage 
and  discipline.  The  responsibility  of  the  Group  of  Negotiations  on 
Services  is  to  establish  principles  for  extending  GATT  coverage  to 
trade  in  this  expanding  component  of  world  output.  The  gjroup  must 
also  negotiate  sector  coverage  and  establish  basic  rules  on  issues 
such  as  transparency,  nondiscrimination,  national  treatment,  and 
rights  of  establishment.  Because  trade  in  services  often  requires  at 
least  some  local  production,  the  right  of  foreign  firms  to  establish 
local  operations  is  crucial.  Possible  sectoral  coverage  includes  areas 
such  as  insurance,  construction,  advertising,  telecommunication  serv¬ 
ices,  leasing  and  franchising,  and  computer  and  data  processing.  Lib¬ 
eralized  trade  in  these  areas  can  offer  significant  gains  to  American 
firms. 

The  Group  of  Negotiations  on  Goods  is  split  into  many  smaller 
groups  covering  agriculture,  trade-related  intellectual  property  rights, 
trade-related  investment  measures,  tariffs,  and  nontariff  measures, 
among  others.  The  United  States  made  its  most  dramatic  proposal  in 
agriculture,  where  the  long-term  U.S.  objective  is  to  eliminate  all 
policies  that  distort  world  agricultural  production,  trade,  and  prices. 
This  sweeping  proposal  includes  both  domestic  and  border  meas¬ 
ures.  To  increase  transparency  and  facilitate  systematic  liberalization, 
the  United  States  has  proposed  tariffication  of  many  of  the  nontariff 
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measures  that  are  so  important  in  agricultural  programs.  Successful 
implementation  of  U.S.  proposals  would  lead  to  large  gains  in  eco¬ 
nomic  efficiency,  and  reduce  the  high  financial  cost  of  farm  programs 
at  home  and  abroad.  While  all  nations  have  agfreed  to  the  principle 
of  increasing  GATT  discipline  over  agricultural  policy,  including  in¬ 
ternal  and  border  measures,  major  players  such  as  Japan  and  the  EC 
will  need  to  be  convinced  of  the  desirability  of  the  full-scale  liberal¬ 
ization  that  the  United  States  and  smaller  exporting  nations  are  pro¬ 
moting.  At  the  same  time,  comparable  liberalization  of  trade  in  tropi¬ 
cal  agricultural  products  is  of  prime  importance  to  developing  econo¬ 
mies. 

Another  prime  U.S.  concern  is  reflected  in  the  group  on  intellectu¬ 
al  property,  where,  in  conjunction  with  other  developed  countries, 
the  United  States  is  attempting  to  develop  a  framework  to  enhance 
intellectual  property  rights  protection.  Suggested  areas  for  coverage 
include  patents,  copyrights,  trademarks,  trade  secrets,  and  semicon¬ 
ductor  layouts.  The  absence  of  appropriate  protection  in  these  areas 
is  estimated  to  cost  the  United  States  more  than  $20  billion  per  year 
in  lost  sales.  Insufficient  protection  of  intellectual  property  leads  to 
underinvestment  in  research  and  development  activities.  Although 
less  developed  countries  wish  to  concentrate  the  negotiations  only  on 
border  measures,  proper  protection  must  also  include  internal  meas¬ 
ures  and  enforcement  to  prevent  the  misappropriation  of  intellectual 
property  for  domestic  production. 

In  light  of  the  substantial  past  achievements  in  tariff  reductions, 
this  issue  is  not  as  important  as  in  previous  rounds.  Other  groups, 
including  those  on  safeguards,  nontariff  measures,  textiles,  subsidies, 
and  GATT  Articles,  are  striving  to  develop  formulations  for  limiting 
the  greater  problem  of  nontariff  measures.  As  in  agfriculture,  tariffica¬ 
tion  of  “hard-core”  nontariff  measures  could  be  a  first  step  toward 
their  elimination.  Many  less  developed  countries  wish  to  liberalize 
textile  trade,  and  to  reduce  the  ability  of  industrial  economies  to  use 
safeguard,  antidumping,  and  countervailing  duty  actions  to  protect 
domestic  industries.  On  the  other  hand,  the  United  States  seeks 
greater  discipline  on  the  use  of  trade-distorting  subsidies.  Developing 
countries  also  wish  to  require  that  safeguard  actions  be  imposed  on  a 
most-favored-nation  basis.  At  the  same  time,  they  seek  special  and 
differential  treatment  concerning  reciprocal  tariff  reductions,  and 
their  “right”  to  protect  domestic  industries.  The  developed  econo¬ 
mies  thus  far  have  not  offered  significant  proposals  to  reduce  the  use 
of  grcy-area  measures  of  protection. 

Direct  international  investment,  like  international  trade,  is  an  im¬ 
portant  component  in  expanding  world  output  and  efficiency.  Poli¬ 
cies  that  inhibit  or  distort  those  flows  reduce  world  efficiency.  Many 
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developing  countries  tie  performance  requirements  to  direct  foreign 
investment.  These  requirements,  which  include  technology  transfer, 
local  equity  participation,  minimum  export  levels,  and  balanced 
trade,  both  discourage  investment  and  distort  trade  flows.  Develop¬ 
ing  countries  have  resisted  progress  in  this  group  on  sovereignty 
grounds. 

Broadening  GATT  coverage  will  be  meaningless  unless  ways  are 
found  to  enhance  compliance  with  GATT  principles.  An  improved 
dispute  settlement  process  is  an  indispensable  requirement  to  en¬ 
hance  reliance  on  GATT  principles  and  proi  “dures.  Main  proposals 
include  the  automatic  right  to  a  panel  to  settle  disputes,  the  possibili¬ 
ty  of  binding  arbitration  if  both  parties  consent,  an  expedited  panel 
process,  and  perhaps  the  adoption  of  a  procedure  whereby  parties  to 
the  dispute  abstain  from  voting.  The  possibility  of  having  a  strong 
dispute  settlement  process  is  doubtful  as  long  as  countries  maintain 
their  rights  to  act  unilaterally,  and  ignore  GATT  reports. 

A  ministerial  level  Mid-term  Review  of  progress  in  the  Uruguay 
Round  took  place  in  Montreal  in  early  December  1988.  In  11  of  the 
15  groups  this  review  resulted  in  agfreement  on  proposals  to  be  im¬ 
plemented  or  on  frameworks  for  further  negotiations  for  the  remain¬ 
der  of  the  talks.  From  the  U.S.  perspective  some  of  the  most  impor¬ 
tant  progfress  occurred  in  the  groups  on  services,  dispute  settlement, 
subsidies,  tariffs,  and  functioning  of  the  GATT  system  (FOGS).  In 
four  groups — ag^culture,  intellectual  property,  safeguards,  and  tex¬ 
tiles— disagreements  remained,  although  some  progress  was  made  in 
Montreal  in  narrowing  these  differences.  Negotiations  in  these  four 
groups  will  continue,  and  a  senior  officials  level  meeting  of  the  Trade 
Negotiations  Committee  is  scheduled  to  meet  in  Geneva  in  April 
1989.  Once  agreement  is  reached  in  these  four  areas,  the  results 
achieved  in  Montreal  can  be  implemented.  The  changes  in  FOGS 
and  dispute  settlement  will  be  implemented  on  a  provisional  basis. 
Most  GATT  members  anticipate  that  the  talks  will  be  successfully 
completed,  on  schedule,  by  the  end  of  1990. 

The  record  of  the  past  40  years  clearly  demonstrates  that  econo¬ 
mies  that  have  utilized  free  market  principles  have  been  at  the  fore¬ 
front  of  economic  growth.  The  significant  reduction  in  trade  barriers 
and  the  ensuing  increase  in  international  trade  flows  have  been 
major  factors  in  the  record  growth  during  this  period.  Current  U.S. 
proposals  to  phase  out  distortive  agricultural  policies,  to  expand 
trade  liberalization  to  sectors  not  previously  covered,  and  to 
strengfthen  GATT  manifest  the  United  States’  desire  to  help  con¬ 
struct  a  world  trading  system  that  is  open  to,  and  benefits,  all  na¬ 
tions.  The  guiding  principle  that  government  interference  with  inter¬ 
national  commerce  should  be  kept  to  a  minimum  is  equally  applica- 
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ble  to  internal  commerce.  Freeing  the  economy  from  excessive  regu¬ 
lation  allows  entrepreneurs  to  focus  on  innovation,  the  hallmark  of 
the  American  economy.  Continued  efforts  to  liberalize  trade,  and  to 
reduce  internal  regulation,  will  ensure  America’s  role  as  a  model  for 
the  rest  of  the  world. 
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CHAPTER  5 

Rethinking  Regulation 

GOVERNMENT  REGULATION  can  have  a  dramatic  effect  on 
economic  growth  and  productivity.  Strong  economic  growth  can  be 
expected  when  governments  promote  markets  by  enforcing  property 
rights  and  encouraging  commerce.  On  the  other  hand,  poor  econom¬ 
ic  performance  usually  results  when  governments  play  an  active  role 
in  regulating  prices  and  output.  The  U.S.  Government  has  tended  to 
leave  most  pricing  and  output  decisions  in  the  hands  of  the  private 
sector.  As  the  United  States  becomes  a  wealthier  country,  however, 
demands  increase  for  regulating  marketplace  activities  that  affect  en¬ 
vironmental  quality,  health,  and  safety.  It  is  critical  that  the  Nation 
meet  these  challenges  by  designing  regulatory  institutions  that  facili¬ 
tate  innovation  and  foster  competition. 

Regulation  of  economic  activity  is  hardly  a  new  phenomenon.  Over 
the  past  century.  Federal,  State,  and  local  governments  have  played 
an  increasingly  important  role  in  regulating  the  lives  of  individuals 
and  the  activities  of  business.  The  average  consumer  need  not  ven¬ 
ture  beyond  the  home  to  see  the  extent  of  regfulation.  There  are  la¬ 
beling  requirements  for  food  and  appliances,  standards  for  the  paint 
in  the  living  room,  pollution  control  requirements  and  energy  stand¬ 
ards  for  the  car,  standards  for  gas  and  portable  electric  heating  sys¬ 
tems,  and  safety  requirements  for  bicycles.  Today  regulation  is  so 
pervasive  that  it  is  difficult  to  imagine  a  world  in  which  Federal  regu¬ 
lation  was  not  a  dominant  force.  Currently  more  than  100  Federal 
agencies  are  responsible  for  administering  a  staggering  array  of  regu¬ 
lations. 

Much  regulation  is  motivated  by  a  perception  that  the  marketplace 
does  not  adequately  address  a  particular  economic  or  social  problem. 
For  example,  child  labor  laws  help  prevent  the  exploitation  of  chil¬ 
dren.  Environmental  legislation  tries  to  improve  the  quality  of  the  air 
people  breathe  and  the  water  they  drink.  Safety  legislation  to  protect 
coal  miners  was  enacted  to  help  reduce  on-the-job  injuries.  In  other 
cases,  legislation  was  introduced  to  limit  what  was  viewed  as  poten¬ 
tially  “destructive  competition,”  or  to  help  save  a  cherished  institu¬ 
tion,  such  as  the  family  farm.  While  many  of  these  regulations  had 
beneficial  effects,  they  were  not  without  their  costs. 
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The  success  of  regulatory  programs  can  be  measured  by  quantify¬ 
ing  the  costs  and  benefits  of  regulation.  Regulatory  costs  imposed  on 
the  economy  have  been  estimated  to  be  in  the  neighborhood  of  $100 
billion  annually.  The  benefits  of  regulation  are  more  difficult  to 
measure,  but  nonetheless  are  real,  particularly  for  programs  designed 
to  promote  environmental  quality,  health,  and  safety.  Critics  say  that 
the  costs  are  too  high,  arguing  that  regulation  tends  to  favor  special 
interests  and  is  generally  inefficient.  Proponents  of  an  increased  gov¬ 
ernment  role  in  the  marketplace  point  to  the  myriad  of  social,  envi¬ 
ronmental,  and  economic  problems  that  have  not  been  adequately 
addressed. 

To  move  beyond  such  general  debates,  it  is  necessary  to  examine 
the  economic  and  social  impacts  of  specific  regulations  and  policies. 
Such  analysis  reveals  that  some  regulatory  activities  have  led  to  un¬ 
ambiguous  increases  in  consumer  welfare,  but  that  many  regulations 
have  had  a  neutral  or  adverse  effect  on  consumers.  Examples  of  reg¬ 
ulations  that  have  had  significant  adverse  economic  impacts  on  the 
general  public  include  wage  and  price  controls,  regulations  on  inter¬ 
state  trucking  and  railroads,  and  regulations  on  ocean  shipping.  Al¬ 
though  there  are  notable  exceptions,  such  as  the  abolition  of  the 
Civil  Aeronautics  Board  (CAB)  and  the  breakup  of  the  American 
Telephone  8c  Telegraph  Company  (AT&T),  changes  in  the  regula¬ 
tory  environment  have  often  favored  special  interests  at  the  expense 
of  the  general  public. 

There  are  signs,  however,  that  some  important  aspects  of  the  regu¬ 
latory  process  are  undergoing  a  fundamental  reexamination.  Over 
the  past  two  decades,  numerous  reforms  have  been  aimed  at  deregu¬ 
lating  or  partially  deregulating  several  industries.  The  transportation 
industries,  most  notably  trucking,  railroad,  and  air  transport,  have  ex¬ 
perienced  tremendous  gains  as  a  result  of  deregulation.  One  study 
estimates  that  the  benefits  of  trucking  deregfulation  are  between  $39 
billion  and  $63  billion  annually,  while  another  estimates  the  benefits 
of  airline  deregulation  at  $15  billion  per  year.  A  third  study  found 
that  the  partial  deregulation  of  railroads  has  led  to  efficiency  gains  of 
between  $9  billion  and  $15  billion  annually.  These  gains,  which  have 
largely  occurred  in  the  1980s  and  have  helped  produce  the  improved 
economic  performance  of  the  past  6  years,  have  translated  into  lower 
prices  and  a  wider  range  of  services  for  consumers.  Where  increased 
competition  has  been  promoted  in  other  sectors,  a  similar  story 
emerges.  The  widespread  introduction  of  money-market  accounts 
that  followed  reduced  financial  industry  regulation  has  allowed  con¬ 
sumers  to  obtain  a  higher  return  on  their  savings.  The  introduction 
of  increased  pricing  flexibility  for  stock  commissions  has  helped  to 
promote  a  booming  discount  brokerage  industry.  The  relaxation  of 


the  restrictions  on  overnight  mail  delivery  has  led  to  dramatic  in¬ 
creases  in  the  provision  of  next-day-delivery  services  by  private  com¬ 
panies. 

The  movement  toward  deregulation  represents  one  kind  of  regula¬ 
tory  innovation.  More  recenUy,  other  efficiency-enhancing  innova¬ 
tions  in  the  regulatory  process,  although  not  completely  removing 
regulation,  have  been  aimed  at  fostering  greater  innovation  in  the 
marketplace.  For  example,  the  U.S.  Environmental  Protection  Agency 
(EPA)  has  pioneered  the  development  of  market-based  approaches 
designed  to  achieve  a  given  level  of  environmental  quality  at  lower 
cost.  These  approaches  have  resulted  in  cost  savings  in  the  billions  of 
dollars  over  the  past  decade. 

Another  area  undergoing  a  great  deal  of  change  is  the  regulation 
of  public  utilities,  such  as  phone  companies,  gas  companies,  and  elec¬ 
tric  utilities.  In  many  cases  the  fundamental  rationale  for  public  utili¬ 
ty  regulation  has  been  called  into  question.  The  general  thrust  of 
these  changes  is  to  develop  institutions  that  encourage  firms  to  oper¬ 
ate  more  efficiently.  Thus,  where  new  electric  generating  capacity  is 
needed,  for  example,  some  state  public  utility  commissions  now 
encourage  competitive  bidding  for  constructing  new  generating  ca¬ 
pacity.  Formerly,  a  single  company  that  served  the  area  was  given  a 
monopoly  over  the  right  to  build  new  capacity.  In  some  cases  States 
are  also  allowing  utilities  to  provide  economic  incentives  for  energy 
conservation  as  an  alternative  to  building  additional  capacity. 

The  reasons  for  the  evolution  of  the  regulatory  process  are  com¬ 
plex  and  only  partially  understood.  In  contrast,  the  relationship  be¬ 
tween  the  adoption  of  a  particular  regulatory  approach  and  the  re¬ 
sulting  economic  performance  is  fairly  well  understood.  On  the 
whole,  greater  reliance  on  market  forces  has  led  to  a  more  efficient 
industry  structure  and  large  gains  for  consumers.  The  result  of 
deregulatory  efforts  and  efficiency-enhancing  regulatory  innovations 
has  been  to  increase  the  overall  size  of  the  economic  pie,  and  to 
make  the  average  citizen  better  off.  A  critical  element  in  promoting 
U.S.  competitiveness  in  the  years  to  come  will  be  the  implementation 
of  regfulatory  strategies  that  encourage  competition  and  innovation. 

This  chapter  provides  a  selective  review  of  regulatory  activity,  high¬ 
lighting  those  aspects  of  Federal  regulatory  policy  where  exciting  re¬ 
forms  are  taking  place.  It  also  points  out  some  areas,  such  as  the 
banking  industry,  where  additional  reform  is  needed.  The  analysis 
demonstrates  how  the  regulatory  environment  in  which  firms  operate 
can  have  a  dramatic  effect  on  the  performance  of  particular  indus¬ 
tries  as  well  as  the  overall  economy.  In  addition,  it  suggests  how 
some  fresh  approaches  to  regulatory  design  can  foster  economic 
growth  and  promote  technological  change  in  the  decades  ahead. 
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REGULATION:  AN  OVERVIEW 


Economists  have  identified  two  broad  classes  of  regulation.  The 
first,  sometimes  referred  to  as  “economic  regfulation,”  usually  covers 
the  regulation  of  specific  industries.  This  regulation  takes  three  basic 
forms.  The  first  places  restrictions  on  the  prices  a  firm  can  charge  or 
which  firms  can  enter  a  particular  industry.  For  example,  prior  to 
1978  airlines  needed  approval  from  the  Civil  Aeronautics  Board  for 
specific  routes  and  fares.  Truckers  and  railroads  still  have  to  file  rates 
with  the  Interstate  Commerce  Commission.  Tliese  transport  indus¬ 
tries  represent  a  more  general  category  of  industries  that  could  oper¬ 
ate  more  efficiently  in  the  absence  of  price  and  entry  restrictions. 
Fortunately,  much  of  this  regulation  has  been  removed  in  recent 
years,  resulting  in  lower  prices  and  an  expanded  menu  of  services  for 
consumers. 

A  second  form  of  economic  regulation  concerns  industries  for 
which  it  is  less  costly  to  have  a  single  large  firm  provide  a  product 
than  to  have  several  smaller  firms  provide  the  product — i.e.,  so-called 
“natural  monopolies.”  Industries  thought  to  have  elements  of  natural 
monopoly  include  local  telephone  networks  and  transmission  and 
distribution  systems  for  electricity  and  natural  gas.  For  example,  it  is 
sometimes  cheaper  to  build  one  large  natural  gas  pipeline  than  sever¬ 
al  small  ones.  Some  industries  with  natural  monopoly  elements,  such 
as  electric  utilities,  are  regulated  by  Federal  and  State  agencies.  The 
typical  approach  of  these  regulators  is  to  provide  limitations  on  the 
overall  return  on  investment  that  firms  are  permitted  to  receive. 

A  third  form  of  economic  regulation,  which  has  often  been  over¬ 
looked  in  the  scholarship  on  regulation,  involves  the  direct  govern¬ 
ment  provision  of  services.  For  example,  the  government  provides 
mail  services  through  the  U.S.  Postal  Service  and  prohibits  others 
from  competing  for  those  services.  This  type  of  regulation  can  be 
viewed  as  an  extreme  form  of  price  and  entry  regulation  where  the 
government  is  the  sole  supplier  of  certain  services. 

The  second  broad  class  of  regulation,  referred  to  as  “social  regula¬ 
tion,”  is  aimed  at  tackling  problems  that  are  not  always  adequately 
addressed  by  the  marketplace.  Examples  include  health,  safety,  and 
environmental  regulation.  This  regulation  is  not  directly  related  to 
issues  of  prices  and  market  structure,  but  rather  attempts  to  address 
problems  where  there  is  a  perceived  “market-failure.”  For  example,  a 
firm  may  generate  too  much  pollution  because  it  does  not  include  in 
its  costs  the  effect  of  its  pollution  on  others.  Unlike  much  economic 
regulation,  social  regulation  is  rarely  targeted  at  specific  industries. 

Although  the  preceding  taxonomy  of  regulatory  activity  covers  a 
lot  of  ground,  it  is  far  from  complete.  For  example,  not  all  economic 
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regulation  is  targeted  at  specific  industries;  minimum-wage  laws 
clearly  represent  a  form  of  economic  regulation  that  applies  to 
almost  all  industries  in  one  form  or  another.  Similarly,  antitrust 
policy,  whose  purpose  is  to  promote  competition  by  placing  limita¬ 
tions  on  different  kinds  of  business  conduct  and  policies,  is  also  an 
important  form  of  economic  regulation.  Despite  such  drawbacks,  the 
preceding  classification  scheme  provides  a  convenient  lens  through 
which  to  analyze  the  activities  of  a  wide  variety  of  Federal  reg^atory 
agencies. 

RATIONALES  AND  MOTIVATIONS  FOR  REGULATION 

Many  justifications  have  been  offered  in  defense  of  regulation. 
Economists  quite  naturally  tend  to  focus  on  those  justifications  moti¬ 
vated  by  potential  gains  in  economic  efficiency.  The  primary  efficien¬ 
cy  rationale  for  economic  regulation  is  that  of  natural  monopoly. 
However,  it  is  important  to  recognize  that  just  because,  in  theory,  an 
industry  consisting  of  a  single  regulated  firm  might  be  able  to  sell  its 
output  at  a  lower  cost  does  not  mean  that,  in  practice,  it  will.  Just  as 
the  marketplace  may  be  imperfect  in  the  case  of  natural  monopoly, 
so  too  are  the  tools  at  the  disposal  of  government  regulators. 

The  economic  rationale  for  social  regulation  is  that  firms  or  indi¬ 
viduals  may  impiose  costs  or  benefits  on  other  individuals  that  are  not 
adequately  accounted  for  in  the  marketplace.  Such  costs  or  benefits 
are  sometimes  referred  to  as  “externalities.”  Examples  of  externali¬ 
ties  include  smoke  from  a  factory  that  contributes  to  respiratory  ill¬ 
ness  of  nearby  residents,  and  the  costs  an  individual  might  impose  on 
others  by  driving  while  intoxicated.  Externalities  are  often  viewed  as 
examples  of  market  failure.  Until  recently  many  economists  viewed 
market  failure  as  a  sufficient  rationale  for  government  intervendon. 
Because  it  is  now  widely  recognized  that  government  intervention  is 
not  without  its  pitfalls,  however,  market  failure  is  seen  as  a  necessary, 
but  not  sufficient,  condiUon  for  government  intervention. 

Economists  sometimes  refer  to  situations  where  government  inter¬ 
vention  results  in  a  less  efficient  policy  as  “government  failure.”  Such 
failures  can  arise  in  cases  of  both  social  and  economic  reguladon. 
This  is  because  what  economists  see  as  reasonable  grounds  for  gov¬ 
ernment  intervention  and  reguladon,  and  what  actually  happens 
when  regulations  are  implemented,  are  often  different.  For  example, 
many  firms  attempt  to  use  the  regulatory  process  to  enhance  their 
competitive  position.  Barriers  to  entering  an  industry  may  increase 
with  the  introduction  of  new  regulations,  not  only  increasing  profits 
for  regelated  firms,  but  also  yielding  a  less  efficient  industry  struc¬ 
ture.  The  existence  of  incentives  for  firms  and  individuals  to  manipu¬ 
late  the  political  process  means  that  regulatory  programs  may  not  be 
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implemented  so  as  to  promote  economic  efficiency;  nor  is  such  effi¬ 
ciency  necessarily  an  important  criterion  for  politicians  designing 
such  programs. 

Over  the  past  20  years  some  economists  and  political  scientists  (es¬ 
pecially  those  of  the  “public  choice”  school)  have  attempted  to  un¬ 
derstand  what  motivates  different  approaches  to  regulation.  A  key  in¬ 
sight  from  this  research  is  that  much  regulation  can  be  explained  by 
an  interest  in  redistributing  wealth  from  the  general  public  or  taxpay¬ 
ers  to  special  interest  groups.  The  motivations  for  some  social  regu¬ 
lation  are  more  difficult  to  disentangle,  but  here,  too,  there  is  a 
strong  political  element  related  to  the  redistribution  of  wealth.  For 
example,  the  legislation  requiring  scrubbers  on  power  plants  appears 
to  have  been  motivated  as  much  by  the  self-interests  of  environmen¬ 
talists  and  high-sulfur  coal  miners  as  by  a  desire  to  promote  cleaner 
air. 

Notwithstanding  the  growth  in  understanding  of  both  the  politics 
and  economics  of  regulation,  some  important  parts  of  the  puzzle  still 
defy  a  simple  explanation.  Most  notable  among  these  is  the  wave  of 
deregulatory  activities  that  has  taken  place  over  the  past  two  decades. 
The  fact  that  many  of  these  activities  were  characterized  by  diffuse 
benefits  for  a  large  g^oup  of  consumers  and  concentrated  costs  for 
some  well-organized  interest  groups  makes  it  difficult  to  explain  why 
they  were  adopted. 

Several  factors  appear  to  have  contributed  to  this  dramatic  change 
in  the  approach  to  regulation.  First,  an  outpouring  of  research  on 
economic  regulation  suggested  that  the  costs  of  regulation  were  quite 
high.  Second,  some  “natural”  experiments  provided  further  evidence 
that  deregulation  would  result  in  large  benefits.  For  example,  in  the 
case  of  airlines  almost  all  intrastate  markets  were  unregulated  where¬ 
as  interstate  markets  were  heavily  regelated.  A  comparison  of  the 
fares  between  Los  Angeles  and  San  Francisco  with  those  between 
New  York  and  Washington,  D.C.  suggested  that  people  in  the  latter 
market  were  paying  much  higher  fares  as  a  result  of  regtilation. 
Third,  technological  changes  in  industries  such  as  telecommunica¬ 
tions  and  electric  utilities  led  some  firms  to  lobby  for  a  reduction  in 
the  entry  barriers  that  protected  existing  firms.  Finally,  as  the  social 
costs  of  regulation  g^ew,  some  politicians  may  have  seen  an  opportu¬ 
nity  to  claim  national  credit  by  promoting  policies  that  would  result 
in  significant  gains  for  a  large  g^roup  of  consumers.  Although  these 
factors  help  to  motivate  the  movement  toward  deregnlation,  they  do 
not  explain  why  a  wave  of  such  activity  began  in  the  1970s;  nor  do 
they  explain  what  is  likely  to  be  in  store  for  the  future. 


TRENDS  IN  REGULATION 


The  scope  of  regulation  has  broadened  considerably  since  the  first 
Federal  administrative  agency,  the  Interstate  Commerce  Commission 
(ICC),  was  established  in  1887.  The  Sherman  Antitrust  Act  became 
law  in  1890.  This  was  followed  by  the  Federal  Trade  Commission  Act 
and  the  Clayton  Act  in  1914,  which  were  designed  to  protect  con¬ 
sumers  and  to  regulate  competition.  The  New  Deal  period  witnessed 
the  creation  of  several  financial  regulatory  agencies,  including  the 
Federal  Deposit  Insurance  Corporation,  the  Securities  and  Exchange 
Commission,  the  Federal  Home  Lx>an  Bank  Board,  and  the  Farm 
Credit  Administration  as  well  as  other  regulatory  agencies,  such  as 
the  Civil  Aeronautics  Authority  (later  the  CAB)  and  the  Federal 
Communications  Commission.  Prior  to  1960  Federal  regulation  was 
primarily  aimed  at  affecting  the  market  structure  of  specific  indus¬ 
tries.  For  example,  the  Interstate  Commerce  Commission  regulates 
the  rates  of  truckers  and  railroads  involved  in  interstate  commerce. 
The  now  defunct  Civil  Aeronautics  Board  regulated  prices  and  entry 
into  various  domestic  airline  markets  (discussed  in  Chapter  6  of  the 
1988  Report).  In  short,  the  focus  was  on  economic  regulation. 

Although  economic  regulation  was  predominant  prior  to  1960, 
some  Federal  agencies  were  charged  with  addressing  health  and 
safety  issues  during  this  period.  For  example,  the  Food  and  Drug  Act 
of  1906  required  inspection  and  labeling  of  certain  foods  and  drugs. 
The  Federal  Aviation  Administration  was  created  in  1958  to  help 
ensure  safe  air  travel.  These  agencies  have  played  an  important  role 
in  shaping  the  structure  of  the  industries  they  regulate. 

Since  the  mid-1960s  the  focus  of  new  regulatory  activity  has 
changed.  While  traditional  regulation  of  prices  and  entry  still  exists 
in  some  industries,  there  has  been  a  virtual  explosion  of  social  regu¬ 
lation  concerned  with  safety,  health,  and  environmental  quality.  The 
Consumer  Product  Safety  Commission  sets  safety  standards  for  con¬ 
sumer  products  from  carpets  to  cribs.  The  Environmental  Protection 
Agency  develops  environmental  standards  and  approves  State  pollu¬ 
tion  control  plans.  The  Occupational  Safety  and  Health  Administra¬ 
tion  regelates  hazards  in  the  workplace.  The  growth  in  this  type  of 
social  regulation  has  led  to  an  increased  Federal  presence  not  only  in 
business  activity,  but  also  in  the  day-to-day  activities  of  the  general 
public.  Indeed,  some  studies  argue  that  social  regulations  have  led  to 
a  measurable  decline  in  productivity  (discussed  in  Chapter  1). 

THE  EFFECTS  OF  REGULATION 

The  dramatic  increase  in  regulation  has  been  accompanied  by  an 
increase  in  understanding  of  the  beneficial  as  well  as  harmful  effects 
of  this  type  of  government  intervention.  Regulatory  policy  has  an  im- 
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poitant  effect  not  only  on  specific  sectors  of  the  economy,  such  as 
transportation  and  finance,  but  also  on  the  Nation’s  ability  to  com¬ 
pete  in  the  global  marketplace.  For  example,  if  the  United  States 
chooses  to  adopt  environmental  and  safety  regulations  that  are  more 
stringent  than  those  of  the  rest  of  the  world,  it  may  encourage  some 
types  of  industries  to  move  facilities  abroad.  In  other  cases  social  reg¬ 
ulation  call  serve  as  a  form  of  protectionism.  For  example,  if  a  for¬ 
eign  manufacturer  must  meet  a  complex  set  of  U.S  standards,  it  may 
choose  not  to  compete  in  this  market.  In  this  way  some  pollution  and 
safety  regulations  can  work  to  benefit  domestic  manufacturers,  al¬ 
though  consumers  ultimately  must  pay  higher  prices.  At  the  same 
time  such  regulations  can  yield  benefits  for  consumers  in  the  form  of 
a  cleaner  environment  and  increased  safety. 

There  have  been  several  estimates  of  the  scope  of  regulatory  activi¬ 
ty.  One  measure  frequently  cited  is  the  increase  in  the  number  of 
pages  in  the  Federal  Register.  Unfortunately,  this  measure  is  not  very 
informative  because  it  fails  to  account  for  differences  in  the  impact  of 
reg^ations  as  well  as  changes  in  the  composition  of  the  Federal  Regis¬ 
ter  over  time.  A  somewhat  more  informative  measure  is  given  by  the 
amount  of  direct  Federal  outlays  for  regulatory  activity.  Chart  5-1 
shows  how  these  costs  have  varied  in  real  terms  over  the  past  19 
years.  The  chart  reveals  that  the  administrative  costs  of  social  regula¬ 
tion  gfrew  rapidly  in  the  1970s,  fell  slightly  in  the  early  1980s,  and 
then  began  to  rise  again.  Activities  associated  with  economic  regula¬ 
tion,  which  represents  only  a  small  fraction  of  these  administrative 
costs,  have  grown  slowly  over  this  period.  A  similar  picture  emerges 
from  an  analysis  of  administrative  staffing  requirements  and  costs  as 
a  firaction  of  g^oss  national  product. 

Of  much  greater  economic  interest  are  the  costs  that  regulation 
imposes  on  industry  that  are  ultimately  borne  by  the  public.  These 
costs  are  decidedly  more  difficult  to  estimate.  For  example,  consider 
the  problem  of  measuring  the  environmental  impacts  of  Federal  and 
State  efforts  aimed  at  reducing  air  pollution.  Information  on  pollu¬ 
tion  levels  at  the  time  the  regulations  were  implemented  is  often  inad¬ 
equate.  Moreover,  even  where  accurate  records  are  available,  it  is  dif¬ 
ficult  to  isolate  the  effects  of  regulation  from  other  economic  activity. 
While  it  is  likely  that  the  level  of  sulfur  dioxide  has  decreased  since 
1970,  for  example,  the  result  may  be  attributable  as  much  to  eco¬ 
nomic  factors  such  as  increasing  energy  costs  and  advancing  technol¬ 
ogy  as  to  regulatory  changes. 

Despite  the  methodological  difficulties,  studies  have  estimated  how 
regulation  of  specific  industries  affects  consumer  costs.  One  recent 
estimate  of  environmental  regulations  alone  put  the  annual  price  tag 
at  more  than  $75  billion,  but  made  no  attempt  to  measure  benefits. 
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Chart  5-1 


Real  Federal  Outlays  for  Regulatory  Activities 


Note. — Data  for  1988  are  estimates. 

Sources:  Center  tor  the  Study  of  American  Business  arxl  Council  of  Economic  Advisers. 


Combining  the  results  of  other  studies  shows  that  Federal  health  and 
safety  regulations  cost  consumers  at  least  $22  billion  annually,  again 
ignoring  benefits.  For  the  case  of  economic  regulation,  for  which 
there  are  seldom  any  net  benefits,  the  annual  costs  are  estimated  to 
exceed  $18  billion. 

THE  MOVEMENT  TOWARD  DEREGULATION 

One  of  the  most  surprising  and  noteworthy  changes  in  the  regfula- 
tion  of  markets  has  been  the  movement  toward  deregulation  over  the 
past  two  decades.  Table  5-1  chronicles  the  deregulatory  initiatives 
that  have  occurred  from  1971  through  the  present.  Most  of  these  ini¬ 
tiatives  have  occurred  in  the  area  of  economic  regulation,  although  a 
handful  have  occurred  in  social  regulation. 

The  list  illustrates  the  broad  range  of  activities  in  which  markets 
and  competition  have  played  an  increasingly  important  role.  Deregu¬ 
latory  efforts  from  airlines  to  cable  TV  have  allowed  firms  to  com¬ 
pete  with  less  government  intervention.  Although  estimates  of  total 
efficiency  gains  are  not  available,  deregulatory  efforts  have  provided 
substantial  benefits  for  both  industry  and  consumers. 
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Table  5-1. — Dereguiatory  Initiatives,  1971-88 


Year 

Initiative 

1971 . 

1972.. 

1975.. 

1976.. 

1977.. 

1978.. 

Air  Cargo  Deregulation  Act 

1979 . 

Natural  Gas>olicy  Act 

Standards  revoc^  (OSNA) 

Emissions  trading  poli^  (EPA) 

Dereguiation  of  satellite  earth  stations  (FCC) 

Urgent-mail  eaamption  (Postal  Service) 

1980 . 

1981 . 

Household  Goods  Transportation  Act 

Staggers  RaH  Act 

Depository  Institutions  Derwiation  and  Rkwetary  Control  Act 

International  Air  Tranuortafmn  Conwetition  Act 

Deregulation  of  cable  tolovision  (FCC) 

Deregulation  of  customer  premises  equipment  and  enhanced  services  (FCC) 
Decontrol  of  crude  oil  and  refinod  petroloum  products  (Executive  order) 
Truth-in-landing  simplification  (FRB) 

Automobile  kidustty  regulation  relief  package  (NHTSA) 

Deregulation  of  radio  (FCC) 

1982 . 

1984 . 

Gam-St  Germain  Depository  Institutions  Act 

AT6T  settlement 

Antitrust  merger  gukteiines 

1986 . 

Cable  Television  Deregulation  Act 

Shipping  Act 

Trading  of  airport  landing  rights 

Sale  of  Conrail 

□imination  of  fairness  doctrine  (FCC) 

Proposed  rules  on  natural  gas  and  eloctricity  (FERC) 

Proposod  rule  on  price  caps  (FCC) 

1987 . 

1988 . 

Source;  Ai^rtod  from  R.  Notl  and  B.  Owen,  Ite  nfHal  taeav  c(  On/Mioe:  tehnst  Qtefs  m  the  K^uUuy  t^eass  tni  updated 
by  the  Council  of  Economic  MnsKS. 


THE  INTRODUCTION  OF  EXECUTIVE  REGULATORY' 
OVERSIGHT 

When  regulation  represented  only  a  small  part  of  the  “activity”  of 
the  Federal  Government,  there  was  no  pressing  need  to  coordinate 
or  evaluate  its  overall  effects.  Now  that  regulation  is  an  important 
component  of  economic  policy,  the  need  for  coordination  has 
become  obvious.  At  the  most  basic  level,  there  is  a  need  to  ensure 
that  regulations  do  not  promote  policies  that  conflict  with  each  other. 
Many  economists  would  arg^e  that  it  is  also  important  to  evaluate 
regulations  in  terms  of  their  expected  costs  and  benefits.  From  an 
economic  standpoint,  a  basic  problem  is  that  regulatory  agencies  lack 
adequate  incentives  to  take  into  account  the  cost  of  regulations  on 
affected  parties.  Consequently,  many  regulations  are  designed  to 
yield  short-term  political  benefits  while  imposing  larger  costs  on  the 
public  at  large  over  a  longer  period. 
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To  address  the  dramatic  increase  in  regulatory  activity  beginning 
in  the  late  1960s  the  past  four  Presidents  have  introduced  different 
oversight  mechanisms  with  varying  degrees  of  success.  President 
Nixon,  in  1971,  established  a  “Quality  of  Life  Review”  of  selected 
regulations.  Bom  out  of  concern  that  some  of  EPA’s  environmental 
regulations  were  ineffective  or  too  costly,  this  review  process  was  ad¬ 
ministered  by  the  Office  of  Management  and  Budget  (OMB)  and  re¬ 
quired  agencies  issuing  regulations  affecting  health,  safety,  and  the 
environment  to  coordinate  their  activities.  President  Ford  formalized 
and  broadened  the  review  process  in  Executive  Order  11821,  which 
required  that  agencies  prepare,  and  OMB  review^  inflation  impact 
statements  for  major  rules.  In  1978  President  Carter  modified  execu¬ 
tive  regfulatory  oversight  by  issuing  Executive  Order  12044,  which  re¬ 
quired  detailed  regulatory  analyses  of  proposed  rulemakings  and 
review  by  the  Executive  Office  of  the  President.  In  addition  he  estab¬ 
lished  two  interagency  groups.  The  Regulatory  Analysis  Review 
Group,  made  up  of  representatives  from  the  Executive  Office  of  the 
President  and  regulatory  agencies,  examined  a  limited  number  of 
proposed  regulations  expected  to  have  substantial  regulatory  impact. 
The  Regulatory  Council,  consisting  of  the  heads  of  36  Federal  regfu- 
latory  agencies,  was  asked  to  publish  a  Calendar  of  Federal  Regulations, 
which  summarized  major  regulations  under  development  and  was  de- 
sigpied  to  point  out  regfulatory  overlap  and  to  describe  the  costs  and 
benefits  of  the  proposed  actions. 

This  Administration  further  sought  to  strengthen  executive  regula¬ 
tory  oversight.  Just  2  days  after  entering  office  the  President  an¬ 
nounced  the  formation  of  his  interagency  Task  Force  on  Regulatory 
Relief  to  be  chaired  by  the  Vice  President.  The  task  force  became  the 
clearinghouse  for  the  President’s  effort  to  improve  the  Nation’s  com¬ 
petitiveness  and  was  used,  in  the  President’s  words,  to  “cut  away  the 
thicket  of  irrational  and  senseless  regulations.”  Hailed  as  “one  of  the 
keystones  in  our  program  to  return  the  nation  to  prosperity,”  the 
task  force  later  counted  among  its  achievements  expediting  the  drug 
approval  process,  reducing  airborne  lead  emissions  by  phasing  out 
lead  in  gasoline  and  encouraging  the  search  for  safe  alternatives,  and 
promoting  more  efficient  uses  of  energy  resources. 

Three  weeks  after  forming  the  task  force  the  President  issued  Ex¬ 
ecutive  Order  12291,  which  authorized  the  new  Office  of  Information 
and  Regulatory  Affairs  (OIRA)  within  OMB  and  the  task  force  to 
work  together  to  develop  more  effective  and  less  costly  regulations. 
The  Office  of  Information  and  Regulatory  Affairs  has  primary  re¬ 
sponsibility  for  implementing  Executive  Orders  12291  and  12498. 
The  first  of  these  Executive  orders  requires  cost-benefit  analyses  for 
all  major  rules.  Although  OMB  could  not  veto  agency  rules,  it  could 
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improve  the  quality  of  a  rule  by  sending  the  analysis  back  to  the 
agency  for  reconsideration.  The  second  Executive  order  requires 
annual  publication  of  the  Regulatory  Program  of  the  United  States,  which 
reviews  regulations  proposed  by  agencies  for  conformance  with  Ad¬ 
ministration  policy  and  priorities.  The  approach  of  this  Administra¬ 
tion  is  unique  in  both  the  scope  of  the  regulatory  review  as  well  as 
the  formal  inclusion  of  benefits  estimation  in  the  regulatory  impact 
analyses  for  major  rules. 

The  potential  for  executive  regulatory  oversight  to  impose  disci¬ 
pline  on  the  regulatory  process  is  limited.  One  reason  is  that  regula¬ 
tory  reform  is  unlikely  to  be  a  high  priority  for  any  Administration  in 
the  near  future  because  it  is  hard  to  convince  the  public  of  the  need 
to  streamline  the  regulatory  process  when  speciflc  regulations  are  at 
issue.  The  problem  is  analogous  to  that  of  placing  a  limit  on  the 
budget  or  on  spending.  People  recognize  that  in  the  aggregate  many 
regulations  may  be  burdensome,  but  almost  always  a  vocal  interest 
group  will  attempt  to  block  the  removal  of  any  single  regulation.  A 
second  reason  is  that  program  advocates  in  the  Congress  oppose  the 
consequences  of  such  oversight.  Indeed,  for  some  laws,  such  as  the 
Clean  Air  Act,  the  statute  clearly  states  that  standards  should  be  set 
without  regard  to  costs. 

Although  the  prospects  for  widespread  reform  of  regfulatory  proce¬ 
dures  are  dim,  executive  regulatory  oversight  can  play  a  constructive 
role  in  coordinating  policies  and  reducing  the  burden  of  some  of  the 
more  onerous  regulations.  Hopefully,  this  process  will  continue.  The 
ability  to  review  rules  and  to  suggest  agency  reconsideration  helps 
the  Executive  Office  of  the  President  to  ensure  that  agency  regula¬ 
tions  are  better  justified  and  more  consistent  with  Administration 
policy. 

ECONOMIC  REGULATION:  EXTENDING  THE  BOUNDARIES  OF 
COMPETITION 

Over  the  past  three  decades  a  consensus  has  emerged  among 
economists  about  the  usefulness  of  some  types  of  regulation.  It  is 
generally  agreed,  for  example,  that  regulation  aimed  at  controlling 
prices  or  entry  will  lead  to  inefficiencies  in  industries  where  competi¬ 
tion  can  be  sustained.  Competition  is  generally  viewed  as  a  positive 
dynamic  force  that  will  encourage  innovation  and  promote  economic 
gfrowth. 

PRICE  AND  ENTRY  REGULATION 

The  potential  for  competition  in  many  industries  has  been  en¬ 
hanced  in  recent  years  by  dramatic  advances  in  technologjy,  particu- 
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larly  in  telecommunications,  information  processing,  and  financial 
services.  As  a  result,  price  and  entry  regulation  has  come  under  in¬ 
creased  scrutiny.  In  some  cases,  such  as  in  transportation,  substantial 
deregulation  has  occurred.  In  others,  such  as  banking  and  securities, 
there  have  been  modest  moves  toward  relaxing  price  and  entry  bar¬ 
riers,  with  mixed  results.  In  addition  to  the  piecemeal  attempts  to 
relax  economic  restrictions  in  specific  industries,  a  major  change  has 
occurred  in  the  government’s  treatment  of  proposed  mergers  and  ac¬ 
quisitions. 

The  Shift  in  Antitrust  Policy 

Antitrust  policies  limit  the  type  of  business  agreements  firms  can 
use.  For  example,  one  aspect  of  antitrust  policy  places  restrictions  on 
price-fixing,  because  price-fixing  is  presumed  to  be  anticompetitive. 
A  second  aspect  of  antitrust  policy  that  has  come  under  increasing 
scrutiny  in  recent  years  is  the  review  of  proposed  mergers  between 
different  businesses.  A  marked  shift  in  antitrust  merger  policy  has 
occurred  since  1980.  While  horizontal  mergers  involving  similar  com¬ 
panies  are  still  monitored  closely  when  entry  barriers  and  concentra¬ 
tion  levels  are  high,  the  view  of  vertical  mergers  has  evolved  consid¬ 
erably.  Vertical  relationships,  such  as  those  in  the  petroleum  industry 
where  some  firms  refine  petroleum  and  also  distribute  petroleum 
products,  are  viewed  with  less  suspicion.  The  principal  reason  for 
this  change  in  perspective  is  that  the  efficiency-enhancing  aspects  of 
vertical  relationships  are  more  widely  appreciated.  In  addition  to  the 
change  in  thought  on  vertical  restraints,  there  is  also  increasing  rec¬ 
ognition  that  many  U.S.  firms  now  compete  in  global  markets,  which 
means  that  the  appropriate  measure  of  market  size  must  be  enlarged. 

Reflecting  this  change  in  perspective,  the  Department  of  Justice  in 
1982  adopted  new  guidelines  for  determining  when  it  would  chal¬ 
lenge  mergers  or  acquisitions  as  anticompetitive.  The  Federal  Trade 
Commission  at  the  same  time  adopted  a  comparable  policy  state¬ 
ment.  These  new  guidelines  provide  a  firm  conceptual  basis  for  eval¬ 
uating  horizontal  and  vertical  mergers.  They  also  provide  more 
leeway  for  vertical  mergers.  In  1984  the  Justice  Department  issued 
revised  guidelines  that  placed  even  greater  weight  on  competition  in 
a  global  setting. 

It  is  too  early  to  assess  the  economic  impacts  of  changes  in  the 
merger  guidelines.  However,  one  effect  has  been  to  increase  compe¬ 
tition  in  the  market  for  corporate  control.  Increased  competition 
should  provide  greater  incentives  for  managers  to  run  their  corpora¬ 
tions  more  efficiently  (discussed  in  Chapter  6  of  the  1985  Report). 

Another  important  change  in  policy,  which  should  complement  the 
recent  merger  guidelines,  is  the  National  Cooperative  Research  Act 
of  1984.  This  act  was  designed  to  promote  greater  collaboration  on 
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basic  and  applied  research  among  private  companies.  The  act  should 
encourage  domestic  firms  to  engage  in  cooperative  arrangements, 
such  as  research  and  development.  Like  the  revised  merger  guide¬ 
lines,  the  act  is  supposed  to  make  it  easier  for  U.S.  firms  to  compete 
in  a  global  setting  (discussed  in  Chapter  6). 

Banking:  The  Need  for  Reform 

One  of  the  major  challenges  for  the  next  Administration  will  be  to 
address  the  critical  problems  faced  by  the  “banking”  industry.  A  wide 
variety  of  institutions  besides  banks  perform  banking  functions.  Here, 
the  terms  “bank”  and  “banking  institution”  will  be  used  to  refer  to 
those  depository  institutions  covered  by  Federal  deposit  insurance. 
These  institutions  include  savings  banks  and  savings  and  loan  asso¬ 
ciations  (thrifts),  credit  unions,  and  commercial  banks. 

Much  of  the  concern  over  the  health  of  the  banking  industry  re¬ 
sults  from  the  marked  increase  in  bank  failures  over  the  past  decade. 
As  shown  in  Chart  5-2,  failures  remained  high  through  the  end  of 
the  depression,  stayed  at  relatively  low  levels  from  1945-79,  and  then 
rose  dramatically.  Net  outlays  for  bank  failures  by  the  major  Federal 
deposit  insurance  agencies  reveal  a  similar  pattern  after  World  War 
II,  but  were  inconsequential  prior  to  that  time. 

The  sharp  rise  in  failures  has  placed  a  major  burden  on  the  deposit 
insurance  systems.  The  Federal  Savings  and  Loan  Insurance  Corpo¬ 
ration  (FSLIC),  which  provides  deposit  insurance  for  savings  and 
loan  associations,  has  been  insolvent  since  1986.  The  Federal  Depos¬ 
it  Insurance  Corporation  (FDIC),  which  insures  commercial  banks 
and  some  savings  banks,  is  still  solvent,  but  will  run  a  loss  for  1988. 
Estimates  of  the  costs  to  the  FSLIC  of  closing  insolvent  thrifts  have 
risen  steadily.  The  Federal  Home  Loan  Bank  Board,  which  regelates 
these  institutions,  now  estimates  this  cost  to  be  in  the  range  of  $50 
billion.  Other  estimates  range  as  high  as  $100  billion,  but  costs  will 
vary  depending  on  how  soon  the  problem  is  addressed.  Unless  some¬ 
thing  is  done  promptly,  these  costs  are  expected  to  climb  rapidly. 

The  problems  that  many  of  these  institutions  have  stem  from  the 
incentives  provided  by  banking  regulations.  For  example,  thrifts  were 
designed  to  hold  portfolios  that  are  unbalanced,  with  a  large  portion 
of  assets  consisting  of  long-term,  6xed-rate  mortgages  while  liabil¬ 
ities  are  held  in  the  form  of  short-term  deposits.  When  long-term 
rates  exceeded  short-term  rates,  the  industry  prospered.  Problems 
arose  in  the  1970s,  however,  as  a  result  of  inflation  and  Regulation 
Q,  which  placed  ceilings  on  interest  rates  for  deposits.  As  the  real 
rate  of  return  on  bank  deposits  declined,  innovations,  such  as  money- 
market  funds,  attracted  funds  into  nonregulated  substitutes  for  bank 
and  thrift  deposits.  The  sudden  loss  in  capital  bankrupted  many 
banks  and  thrifts,  and  reduced  the  capital  of  others. 


200 


Chart  5-2 


Bank  and  Thrift  Failures 
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Sources:  Thrift  data  from  J.  Barth  et  al.,  Conterr^xtrary  Policy  Issues,  Fall  1985,' and  J.  Barth  and 

M.  Bradley,  paper  presented  at  Federal  Reserve  Bank  of  Cleveland,  November  3-4,1988.  Bank 
-- — dqtairom  Federal  Deposit  Insurance  Corporation,  1987 Annual  Report. 

With  the  sudden  loss  in  capital,  some  of  the  defects  in  the  current 
system  of  deposit  insurance  became  apparent.  This  system,  which 
currently  guarantees  about  $3  trillion  of  deposits,  has  tended  to  ex¬ 
acerbate  the  problems  faced  by  the  banking  industry.  The  basic  prob¬ 
lem  with  the  current  system  of  deposit  insurance  is  that  it  fails  to 
provide  banks  with  appropriate  incentives  for  risk  management  when 
banks  have  little  or  none  of  their  own  capital  at  risk. 

Deposit  insurance  is  intended  to  provide  safe  investment  opportu¬ 
nities  for  individuals  and  businesses  that  desire  low-risk  investments. 
It  is  also  designed  to  reduce  the  likelihood  of  runs  on  banks.  Unfor¬ 
tunately,  deposit  insurance  also  dramatically  reduces  the  incentives 
for  depositors  to  monitor  the  financial  health  of  their  bank.  Many  de¬ 
positors  do  not  pay  enough  attention  to  the  possibility  of  large  losses 
because  most,  if  not  all,  of  their  deposits  are  fully  insured.  Thus,  one 
of  the  most  effective  mechanisms  for  curbing  the  excesses  of  banking 
institutions  has  been  abandoned. 

The  primary  task  of  monitoring  banking  institutions  falls  on  share¬ 
holders  and  Federal  regulatory  agencies.  Because  the  shareholders’ 
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interests  do  not  always  coincide  with  those  of  depositors,  the  task  of 
looking  out  for  depositors’  interests  as  well  as  the  general  health  of 
banks  is  left  largely  to  the  regulators.  The  next  Administration  will 
need  to  develop  constructive  ways  to  reform  these  regfulatory  institu¬ 
tions  so  that  the  industry  can  regain  its  flnancial  health. 

From  the  standpoint  of  the  regulator,  effective  monitoring  is  par¬ 
ticularly  important  as  the  health  of  a  bank  deteriorates.  As  a  bank’s 
net  worth  declines,  it  has  an  even  gfreater  incentive  to  engage  in  risky 
behavior  because  less  of  its  own  capital  is  at  risk.  If  a  bank  becomes 
insolvent  but  is  still  allowed  to  keep  its  doors  open,  it  may  engage  in 
highly  speculative  behavior.  If  such  investments  turn  out  well,  the 
banks  will  reap  the  gains;  however,  if  such  investments  perform 
poorly,  the  brunt  of  the  adverse  consequences  will  be  borne  by  the 
deposit  insurance  funds  and,  ultimately,  the  U.S.  taxpayer. 

The  irony  of  this  situation  is  that  Federal  Government  policies 
have  led  to  this  debacle.  Deposit  insurance  initially  was  limited  in 
scope;  the  limit  on  private  savings  and  loan  accounts  was  set  at 
$2,500  in  1934.  However,  deposit  insurance  has  expanded  dramati¬ 
cally.  For  example,  in  1980  the  Congress  increased  the  ceiling  on  de¬ 
posit  insurance  for  individual  savings  and  loan  accounts  from 
$40,000  to  $100,000.  Two  years  later,  a  congressional  resolution  ex¬ 
plicitly  affirmed  the  full  faith  and  credit  backing  of  deposit  insurance 
funds  by  the  U.S.  Government.  In  addition  the  effective  scope  of  de¬ 
posit  insurance  has  expanded.  In  the  event  of  failures,  not  only  have 
accounts  under  the  ceiling  been  protected,  but  so  have  many  ac¬ 
counts  exceeding  $100,000.  In  some  cases  other  creditors  and,  in 
rare  cases,  stockholders  were  also  fully  or  partially  protected.  In 
effect,  there  has  been  a  secular  move  in  Federal  banking  toward  pro¬ 
viding  greater  coverage  for  depositors  and  creditors,  particularly  in 
the  case  of  large  bank  failures.  While  this  move  may  have  helped  to 
decrease  the  likelihood  of  runs  on  particular  banks,  it  has  also  con¬ 
tributed  to  the  decline  in  the  health  of  the  U.S.  banking  industry. 

Unfortunately,  Federal  agencies  have  taken  other  steps  that  have 
exacerbated  rather  than  alleviated  the  problems  with  excessive  risk¬ 
taking,  partly  as  a  result  of  congressional  pressure.  One  measure 
taken  in  response  to  the  erosion  of  bank  capital  has  been  to  lower 
capital  standards.  This  approach  was  tried  in  1986  for  institutions 
heavily  involved  in  farm  and  energ^y  investments.  The  reduction  in 
capital  requirements  meant  that  banking  institutions  in  poor  financial 
health  would  have  less  of  their  own  money  at  risk  when  making  in¬ 
vestments.  Given  the  insurance  system,  institutions  have  an  increased 
incentive  to  engage  in  riskier  investments,  largely  at  the  taxpayer’s 
expense  if  things  do  not  work  out  as  anticipated. 
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In  addition  to  allowing  troubled  banks  to  have  lower  capital  re¬ 
quirements,  regulators  have  been  reluctant  to  require  banks  to  evalu¬ 
ate  their  loan  portfolios  at  current  market  value.  Some  banking  insti¬ 
tutions,  therefore,  appear  solvent  when,  in  fact,  they  are  not.  While 
there  may  be  a  short-term  payoff  to  regulators  from  avoiding  taking 
action  in  such  cases,  there  has  been  a  long-term  cost  to  the  taxpaying 
public.  These  banks  continue  to  remain  in  business,  and  often  they 
invest  in  excessively  risky  assets,  thus  increasing  the  exposure  of  the 
deposit  insurers. 

As  problems  with  insolvency  have  grown,  the  agencies  have  re¬ 
sponded  by  attempting  to  reduce  their  out-of-pocket  costs.  In  some 
cases  insurers  have  allowed  banks  with  financial  problems  to  bid  on 
other  troubled  banks.  In  other  cases  the  insurers  have  entered  into 
long-term  agreements  with  purchasers  of  failed  thrifts  that  protect 
the  new  owner  from  any  losses  on  the  acquired  portfolio  for  up  to  10 
years.  By  weakening  incentives  for  efficient  management,  such  ac¬ 
tions  are  likely  to  raise  insurance  costs  in  the  long  run. 

Most  regulatory  actions  taken  so  far  merely  serve  to  postpone  the 
problem.  Postponing  the  day  of  reckoning  will  sharply  increase  costs 
to  the  general  public.  The  current  regulatory  strategy  also  makes  life 
much  more  difficult  for  healthy  institutions.  By  allowing  banking  in¬ 
stitutions  that  are  engaged  in  excessive  risk-taking  to  remain  in  busi¬ 
ness,  the  healthy  thrifts  covered  by  the  FSLIC  are  forced  to  pay 
higher  insurance  premiums  to  pay  for  the  cost  of  those  thrifts  that 
are  failing  or  have  failed. 

The  lessons  from  past  mistakes  can  be  used  to  develop  a  more 
constructive  approach  to  restoring  the  health  of  the  banking  and 
thrift  industry.  The  key  lies  in  providing  institutions  with  the  appro¬ 
priate  incentives  for  risk-taking.  While  existing  proposals  differ  in 
their  details,  there  is  widespread  agreement  that  the  Congress  and 
the  next  Administration  should  squarely  address  the  problems  cre¬ 
ated  by  the  current  deposit  insurance  system.  Several  economists 
have  pointed  to  the  need  to  liquidate  or  reorganize  insolvent  banks 
and  thrifts  as  quickly  as  possible.  Critics  of  such  reorganization  note 
the  high  price  tag,  estimated  to  be  in  excess  of  $50  billion  for  insol¬ 
vent  thrifts  alone.  Moreover,  a  large  portion  of  the  payment  of  this 
Jjill  will  need  to  come  directly  from  the  public.  The  remainder  will  be 
paid  for  indirectly  by  consumers  through  deposit  insurance  premi¬ 
ums  levied  on  banks. 

Removing  insolvent  banking  institutions  from  the  banking  system 
is  only  a  first  step.  The  insurance  system  itself  needs  to  be  rede¬ 
signed.  In  particular,  the  scope  of  Federal  deposit  insurance  should 
be  significantly  curtailed.  Reducing  the  ceiling  on  deposit  insurance 
would  help  achieve  this  end.  In  addition,  large  depositors  and  credi- 
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tors  should  not  be  provided  with  de  facto  Federal  deposit  insurance. 
These  changes  would  restore  some  much-needed  discipline  to  the 
system. 

In  addition  to  reforming  deposit  insurance,  regulators  should  es¬ 
tablish  procedures  to  step  in  and  restructure  institutions  before  they 
become  insolvent.  For  example,  a  regulator  can  require  accounting 
procedures  that  use  market  valuation  of  assets  so  that  regulators  have 
better  information  on  the  net  worth  of  banks.  The  combination  of 
better  regulatory  practices  and  lower  ceilings  for  insured  deposits 
should  promote  the  health  of  the  banking  industry. 

Two  recent  government  studies  provided  careful  examinations  of 
banking  regulation.  The  1984  President’s  Task  Group  on  Regulation 
of  Financial  Services  chaired  by  the  Vice  President  and  the  1985  Cab¬ 
inet  Council  on  Economic  Affairs  both  made  suggestions  for  stream¬ 
lining  the  oversight  process  and  for  providing  more  appropriate  in¬ 
centives  for  banking  institutions.  Some  of  the  more  salient  recom¬ 
mendations  included  risk-related  deposit  insurance,  higher  capital  re¬ 
quirements,  stronger  disclosure  requirements,  limitations  on  insur¬ 
ance  to  insured  depositors,  and  increased  monitoring  and  more  vigi¬ 
lant  enforcement  by  oversight  agencies.  These  ideas  are  designed  to 
increase  monitoring  on  the  part  of  interested  parties  and  ensure  that 
banking  institutions  have  adequate  amounts  of  their  own  capital  at 
risk.  Had  these  ideas  been  adopted  in  1985,  the  problems  facing  the 
FSLIC  and  the  FDIC  would  probably  be  much  more  manageable 
now. 

The  banking  industry  is  evolving  rapidly.  The  purpose  of  regula¬ 
tion  should  be  to  encourage  the  development  of  a  healthy  financial 
service  sector  that  can  compete  internationally.  Needed  reforms  in¬ 
clude  not  only  restructuring  the  deposit  insurance  system,  but  also 
redefining  the  appropriate  sphere  of  competition  for  depository  insti¬ 
tutions.  While  the  two  exercises  differ,  they  will  both  rely  heavily  on 
an  understanding  of  how  the  incentive  structure  faced  by  today’s 
banking  institutions  has  led  to  the  current  crisis. 

RETHINKING  THE  UMITS  OF  NATURAL  MONOPOLY 

There  has  been  a  longstanding  debate  about  how  best  to  regulate 
natural  monopolies.  The  traditional  approach  to  such  problems  has 
been  to  regulate  selected  firms  in  order  to  prevent  excessive  profits. 
This  regulation  usually  assesses  the  value  of  the  firm’s  capital  stock 
and  then  allows  the  firm  to  obtain  a  “reasonable”  return  on  its  in¬ 
vestment.  In  practice.  Federal  and  State  regulatory  commissions  do 
not  fix  the  rate  of  return  per  se,  but  rather  agfree  on  prices  that  the 
firm  can  charge.  The  prices  result  in  a  revenue  stream  for  the  firm 
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that  is  not  supposed  to,  but  sometimes  does,  exceed  the  allowable 
rate  of  return. 

Rate-of-retum  regulation  has  several  problems.  First,  it  tends  to  be 
time-consuming  and  expensive.  A  rate  proceeding  before  the  Federal 
Communications  Commission  concerning  appropriate  charges  for 
international  satellite  communications  took  1 1  years.  A  second  prob¬ 
lem,  related  to  the  first,  is  that  it  is  often  difficult  to  determine  which 
aspects  of  a  firm’s  capital  stock  should  be  included  in  calculating  the 
appropriate  rates,  and  how  this  capital  should  be  valued.  A  third 
problem  is  that  firms  subject  to  such  regulation  have  relatively  little 
incentive  to  produce  output  efficiently.  In  cases  where  the  allowable 
rate  of  return  exceeds  the  cost  of  capital,  firms  may  try  to  increase 
their  capital  stock  beyond  what  is  efRcient  so  that  they  can  receive 
higher  revenues.  In  cases  where  it  falls  short,  firms  may  be  unable  to 
add  needed  capacity.  The  regulator  is  in  the  unenviable  position  of 
having  to  set  a  “reasonable”  rate  of  return  and  determine  whether 
price  increases  are  justified  on  the  basis  of  limited  information  about 
demand  and  costs. 

Rate-of-retum  regulation  needs  to  be  compared  with  other  ap¬ 
proaches  for  dealing  with  industries  with  strong  elements  of  natural 
monopoly.  While  competition  could  conceivably  result  in  higher 
costs  when  there  is  a  natural  monopoly,  it  may  also  serve  to  spur  in¬ 
novation  and  drive  down  prices.  For  example,  a  study  of  electric  utili¬ 
ties  in  markets  with  and  without  competition  suggests  that  rates 
could  be  lowered  by  increasing  competition.  The  point  is  that  most 
forms  of  economic  regulation  are  inherently  flawed.  Because  policy 
should  be  based  on  actual  rather  than  theoretical  performance,  com¬ 
petition,  even  in  the  presence  of  technologies  with  natural  monopoly 
characteristics,  may  be  preferred. 

Given  the  costs  associated  with  the  rate-making  process  and  the  at¬ 
tendant  inefficiencies,  there  have  been  several  suggestions  for  re¬ 
forming  the  process.  For  example,  one  approach  is  to  allow  firms  to 
bid  on  the  right  to  offer  a  particular  service,  and  gfive  the  contract  to 
the  highest  bidder.  Such  franchise  bidding  schemes  can  present  diffi¬ 
culties.  Once  the  bidder  wins  the  contract,  it  may  be  difficult  to 
ensure  adequate  performance.  Moreover,  the  contractor  may  be  able 
to  create  conditions  that  make  it  difficult  for  new  entrants  to  enter 
the  market  when  the  contract  has  expired.  Such  problems  tend  to 
limit  the  applicability  of  this  approach. 

Two  new  ideas  have  recently  surfaced  that,  for  some  cases,  repre¬ 
sent  promising  alternatives  to  traditional  rate-of-retum  regulation  of 
natural  monopolies.  The  first  would  replace  such  regulation  with  a 
“price  cap.”  The  idea  behind  a  price  cap  is  to  set  an  upper  limit  on 
the  price  a  firm  can  charge  over  a  gfiven  period,  but  then  allow  the 
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firm  to  choose  any  price  that  does  not  exceed  the  cap.  The  advan¬ 
tage  of  this  approach  is  that  the  firm  has  an  incentive  to  produce  its 
output  at  least  cost.  Moreover,  the  firm  also  has  a  strong  incentive  to 
search  for  new  technologies  that  would  lower  production  costs  be¬ 
cause  it  would  be  allowed  to  retain  its  profits. 

Price  cans  present  some  difficulties  in  practice.  In  many  instances  it 
may  not  be  a  straightforward  matter  to  set  the  price  cap  at  a  level 
reflecting  a  competitive  price.  If  the  price  cap  needs  to  be  revised 
periodically,  the  problem  is  further  complicated.  Indeed,  constant  re¬ 
vision  of  the  price  cap  may  result  in  a  system  of  regulation  as  cum¬ 
bersome  as  traditional  rate-of-retum  regulation.  The  challenge  lies  in 
selecting  applications  where  price  caps  will  result  in  efficiency  gains. 
While  there  are  no  hard  and  fast  rules,  it  would  appear  that  price 
caps  are  most  likely  to  succeed  when  a  firm  or  industry  is  changing 
from  monopoly  to  a  more  competitive  situation. 

The  regulation  of  prices  for  some  long-distance  calls  provides  one 
potentially  promising  application  of  price  caps.  The  Federal  Commu¬ 
nications  Commission  is  considering  using  this  approach  as  a  way  of 
regelating  the  portion  of  local  telephone  companies’  costs  that  are 
subject  to  Federal  jurisdiction,  and  as  a  way  of  regelating  part  of 
AT&T’s  business  for  a  short  period  of  time  before  moving  to  com¬ 
plete  deregelation.  Whether  price  caps  will  be  adopted  in  this  case  is 
uncertain.  They  are  already  being  used  in  a  variety  of  contexts  in¬ 
cluding  telecommunications  in  the  United  Kingdom.  British  Telecom, 
formerly  a  state-owned  entity,  is  now  subject  to  price  caps  that  are 
adjusted  periodically  to  account  for  inflation  and  productivity.  A 
study  of  this  application  suggests  that  price  caps  have  succeeded  in 
promoting  efficiency. 

A  second  approach  to  the  issue  of  natural  monopoly  is  to  devise 
institutional  mechanisms  that  permit  competition  to  thrive  even 
where  the  production  of  a  commodity  has  certain  characteristics  of 
natural  monopoly.  An  idea  that  appears  to  hold  great  promise  for  in¬ 
troducing  competition  is  that  of  shared  capacity  rights.  These  rights 
allow  private  parties  to  use  property  jointly  in  a  way  that  benefits 
them  all.  One  example  is  the  sharing  of  common  space  and  facilities 
in  a  shopping  mall.  A  second  example  is  the  joint  ownership  of  a 
fiber  optics  cable  for  trans- Atlantic  calls. 

This  idea  can  be,  and  often  is,  applied  to  large  investments  in  com¬ 
plex  networks.  For  example,  suppose  it  is  cheaper  to  build  one  large 
pipeline  than  two  small  pipelines  to  transport  natural  gas.  The  pipe¬ 
line  need  not  be  owned  by  a  single  firm.  Indeed,  several  firms  could 
each  own  a  share  of  the  pipeline.  The  ownership  share  would  entitle 
the  firm  to  use  a  certain  fraction  of  the  pipeline’s  capacity.  By  divid¬ 
ing  ownership  among  several  firms  or  individuals  in  this  manner,  it  is 
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possible  to  imagine  a  competitive  market  emerging  for  pipeline  ca¬ 
pacity,  whereas  if  a  single  business  owned  the  only  pipeline,  competi¬ 
tion  would  not  exist.  This  approach  can  be  a  first  step  toward  pro¬ 
moting  competition  as  regulatory  barriers  to  entry  are  reduced.  The 
idea  of  sharing  capacity  rights  may  hold  promise  for  introducing 
competition  into  such  diverse  areas  as  telecommunications,  electricity 
transmission,  and  the  transport  of  oil  and  natural  gas  by  pipeline. 

In  addition  to  the  new  approaches  that  are  evolving  as  substitutes 
for  traditional  rate-of-retum  regulation,  recogpiition  is  growing  that 
many  industries  formerly  thought  to  have  strong  natural  monopoly 
characteristics  can  be  reorganized  in  ways  that  would  foster  greater 
competition  and  efficiency.  The  change  in  the  view  of  which  indus¬ 
tries  are  natural  monopolies  derives  in  part  from  technological 
change,  and  in  part  from  growth  in  the  size  of  markets,  which  allows 
several  firms  to  compete.  The  equipment  needed  to  provide  a  net¬ 
work  for  making  a  long-distance  call  is  different  now  from  what  it 
was  25  years  ago.  Competition  in  the  long-distance  market  is  now  a 
viable  alternative. 

A  second  factor  contributing  to  the  change  in  thinking  about  in¬ 
dustries  with  natural  monopoly  characteristics  stems  from  a  more 
careful  examination  of  the  cost  structure  in  a  given  industry.  For  ex¬ 
ample,  in  the  case  of  telecommunications,  economists  have  argued 
that  telephone  companies  had  some  characteristics  resembling  those 
of  a  natural  monopoly,  but  that  long-distance  service  could  be  more 
efficiently  provided  if  firms  were  allowed  to  compete. 

The  impetus  for  change  has  "come  mainly  from  industries  that 
stood  to  gain  from  changes  in  the  regfulatory  environment.  For  exam¬ 
ple,  new  entrants  in  telecommunications  saw  an  opportunity  to  gain 
by  providing  consumers  with  lower  rates  on  long-distance  calls  than 
were  being  offered.  Similarly,  low-cost  producers  of  electricity  see  an 
opportunity  to  increase  their  profits  as  markets  are  opened  up. 
Indeed,  in  virtually  all  cases  of  regulatory  reform,  an  outside  stimulus 
was  provided  by  an  interest  group  that  stood  to  gain  from  those 
changes  in  direct  economic  terms.  Such  interest  g^oup  stimulus  is 
not,  however,  sufficient  to  generate  regulatory  changes. 

Two  of  the  more  exciting  sets  of  reforms  are  being  applied  to  the 
regulation  of  electric  utilities  and  pipelines  that  transport  energy. 
The  changes  in  these  industries  underscore  the  potential  for  regula¬ 
tory  reform  as  well  as  some  of  the  pitfalls. 

Increasing  Competition  in  the  Electric  Power  Industry 

Electric  utilities  are  frequently  cited  as  a  classic  case  of  natural  mo¬ 
nopoly.  Indeed,  all  three  components  of  the  industry — generation, 
transmission,  and  distribution — were  previously  thought  to  be  subject 
to  economies  of  scale.  Thinking  on  this  issue  has  changed  dramati- 


caily  in  recent  years.  Econometric  studies  have  provided  ambiguous 
results  concerning  the  scale  economies  that  could  result  from  larger 
power  plants.  While  economies  of  scale  probably  exist  over  some 
range  of  output  (as  they  do  with  many  firms),  the  range  may  be  small 
enough  to  allow  several  firms  to  compete  in  building  and  running 
power  plants  that  serve  the  same  market.  In  addition,  although  it  is 
widely  agreed  that  transmission  and  distribution  systems  are  subject 
to  economies  of  scale  and  barriers  to  entry,  there  are  ways  to  allow 
competition  to  emerge  even  in  these  parts  of  the  industry. 

The  interest  in  new  institutional  arrangements  has  been  sparked, 
in  part,  by  problems  that  arose  in  the  electric  utility  industry  in  the 
early  1970s.  Prior  to  that  time,  real  electricity  rates  showed  a  marked 
downward  trend.  This  situation  changed  dramatically  with  the  large 
increase  in  oil  prices.  Traditional  rate  regulation  was  ill-equipped  to 
adapt  to  these  changing  circumstances.  Consumer  groups  placed 
continuing  pressure  on  public  utility  commissions  to  hold  down 
rates,  while  utilities  argued  that  rate  increases  were  necessary  both  to 
cover  costs  and  make  the  necessary  investments  in  new  generating 
capacity. 

Fortunately,  both  the  electric  utilities  and  the  regulators  have 
begun  to  develop  some  innovative  solutions  to  these  problems.  Utili¬ 
ties,  in  cooperation  with  Federal  and  State  regulators,  have  devel¬ 
oped  a  variety  of  sophisticated  contracting  arrangements  for  the- 
purchase  and  sale  of  power.  Under  long-term  contracts,  utilities  can 
effectively  purchase  partial  or  full  ownership  of  a  generator.  At  the 
other  end  of  the  spectrum,  spot  markets  for  electricity  allow  utilities 
to  exchange  power  on  an  hourly  basis. 

One  of  the  more  important  pieces  of  recent  legislation  to  promote 
the  move  toward  a  more  competitive  generating  sector  was  the  Public 
Utility  Regulatory  Policies  Act  of  1978  (PURPA).  The  primary  pur¬ 
pose  of  this  legislation  was  to  encourage  cogeneration  and  small 
power  production,  and  it  has  done  just  that.  Cogeneration  involves 
the  joint  production  of  heat  and  electricity  at  the  same  facility.  This 
process  often  facilitates  the  generation  of  electricity  at  a  cost  lower 
than  is  possible  at  a  conventional  power  plant. 

Cogeneration  has  increased  dramatically  since  the  implementation 
of  PURPA.  A  report  recently  issued  by  the  North  American  Electric 
Reliability  Council  projects  that  between  now  and  1997,  some  20,000 
megawatts,  or  27  percent  of  all  new  capacity  coming  on  line,  will 
come  from  sources  that  are  not  owned  exclusively  by  traditional  elec¬ 
tric  utilities.  While  PURPA  promoted  the  use  of  different  generation 
technologies  as  well  as  small  facilities,  it  also  led  to  the  purchase  of 
some  unneeded  capacity.  The  principal  problem  was  that  States 
sometimes  provided  price  signals  to  builders  of  capacity  that  did  not 
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reflect  the  underlying  economics  of  the  particular  power  system  re¬ 
ceiving  the  electricity. 

Although  the  implementation  of  PURPA  has  created  inefliciencies, 
it  has  helped  to  create  a  group  of  entrepreneurs  interested  in  having 
greater  access  to  the  market  for  producing  electric  power.  The  legfis- 
lation  also  demonstrated  that  an  electricity  generation  market  with 
several  participants  was  technically  feasible.  That  is,  it  was  possible  to 
allow  new  entrants  into  the  generating  sector  without  compromising 
the  reliability  and  stability  of  the  entire  power  system.  Having  shown 
the  technical  feasibility,  the  principal  challenge  that  remains  is  to 
design  rules  that  promote  efficiency  in  the  generation  sector. 

In  the  past  year,  the  Federal  Energy  Regulatory  Commission 
(FERC)  has  issued  three  proposed  rules  designed  to  encourage 
greater  competition  in  the  market  for  generating  electricity.  The 
rules  provide  guidelines  that,  if  implemented,  would  reduce  regula¬ 
tory  entry  barriers  for  generating  electric  power,  and  would  also 
specify  appropriate  compensation  mechanisms  for  rewarding  entre¬ 
preneurs.  There  are  three  key  aspects  of  the  proposed  rules.  The 
first  is  to  define  guidelines  for  administratively  determining  “avoided 
cost.”  Avoided  cost  refers  to  the  cost  that  a  utility  does  not  need  to 
incur  (i.e.,  it  avoids)  if  it  purchases  electricity  from  a  third  party.  In 
order  to  promote  efficiency,  FERC  defines  avoided  cost  in  a  way  that 
approximates  the  economic  concept  of  marginal  cost.  The  cost  a  util¬ 
ity  avoids  will  depend,  among  other  things,  on  the  availability  of 
other  generating  units,  which  in  turn  will  depend  upon  the  time  of 
day  or  year  at  which  the  power  is  expected  to  be  needed.  These 
guidelines  will  help  States  avoid  unnecessary  capacity  purchases.  In 
particular,  the  rule  is  designed  to  avoid  problems  under  PURPA 
where  utilities  were  sometimes  forced  to  purchase  uneconomical 
power. 

A  second  key  feature  of  the  proposed  rules  is  that  they  promote 
market-based  mechanisms  that  would  eliminate  the  need  for  an  ad¬ 
ministrative  determination  of  avoided  cost.  The  basic  idea  is  to  estab¬ 
lish  a  market  where  firms  are  allowed  to  bid  on  supplying  capacity 
that  is  needed.  Other  things  being  equal,  the  firm  with  the  lowest  bid 
would  supply  the  additional  capacity.  For  the  market  to  work  effec¬ 
tively,  capacity  needs  to  be  defined  carefully.  The  proposed  FERC 
rule  on  bidding  suggests  that  nonprice  factors,  such  as  those  related 
to  system  reliability,  be  put  into  writing  if  they  are  a  characteristic 
desired  by  the  purchaser. 

A  third  key  aspect  of  the  proposed  rules,  which  will  introduce 
greater  competition  into  the  electric  power  generation  market,  is  the 
lowering  of  barriers  for  new  entrants.  An  entire  rule  is  devoted  to 
defining  a  class  of  “independent  power  producers.”  Just  as  the  name 
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implies,  the  independent  power  producers  generate  electricity  for 
sale  outside  an  area  in  which  they  have  market  power  as  long  as  they 
do  not  have  control  over  key  transmission  facilities.  The  intent  of  the 
rule  is  to  provide  a  framework  so  that  such  producers  can  compete 
without  being  subject  to  traditional  rate-of-retum  regulation.  Both 
utilities  and  nonutilities  can  be  independent  power  producers.  One 
implication  of  this  rule  is  that  it  allows  utilities  that  can  to  build  inex¬ 
pensive  reliable  sources  of  power  to  compete  in  markets  outside  of 
their  area.  Thus,  for  example,  a  utility  operating  in  North  Carolina 
could  build  a  power  plant  in  California  to  supply  customers  there  if  it 
were  the  lowest  bidder.  This  increased  competition  will  ultimately 
mean  lower  electricity  prices  for  consumers  and  businesses,  and  it 
will  also  enhance  the  Nation’s  ability  to  compete  abroad. 

These  proposed  rules  represent  an  important  step  toward  develop¬ 
ing  a  more  efficient  electric  generation  sector.  However,  much  more 
needs  to  be  done  even  in  the  context  of  generation.  For  example, 
one  alternative  to  increased  generation  capacity  is  conservation.  Sev¬ 
eral  utilities  have  encouraged  conservation  through  advertising,  and 
in  some  cases,  providing  economic  incentives  to  users  that  reduce 
demand.  A  more  general  policy  that  provides  incentives  for  consum¬ 
ers  and  producers  to  put  conservation  efforts  on  an  equal  footing 
with  capacity  investments  would  promote  further  cost  savings. 

One  important  aspect  not  addressed  by  the  proposed  rules  is  the 
determination  of  needed  capacity.  Under  current  regulations,  the 
local  public  utility  and  the  public  utility  commission  joindy  make  this 
determination.  While  such  projections  are  made  on  the  basis  of 
demand  forecasts,  these  demand  forecasts  are  based  on  a  set  of  pre¬ 
vailing  prices  that  rarely  reflect  underlying  costs.  What  is  needed  is  a 
system  where  electricity  users  are  asked  to  pay  a  price  that  reflects 
the  costs  they  impose  on  the  system. 

Although  widespread  support  exists  for  promoting  greater  compe¬ 
tition  in  the  electric  generation  sector,  there  is  no  consensus  on  what 
to  do  about  transmission  and  distribution  systems  that  are  subject  to 
economies  of  scope  and  scale.  Competition  in  these  areas  may  also 
be  desirable.  Indeed,  in  some  cases,  utilities  are  devising  new  ar¬ 
rangements,  such  as  shared  capacity  rights,  that  will  help  spur  com¬ 
petition. 

It  is  possible  to  imagine  both  the  transmission  and  distribution 
segments  of  the  electric  utility  industry  taking  advantage  of  shared 
capacity  rights.  Indeed,  after  finishing  with  its  rules  on  generation, 
FERC  intends  to  take  a  closer  look  at  opportunities  for  promoting 
competition  in  the  transmission  sector.  The  idea  of  shared  capacity 
rights  has  been  shown  to  work  in  practice.  The  key  to  its  successful 
implementation  in  the  electric  utility  industry  and  other  segments  of 
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the  economy  that  are  heavily  regulated  (such  as  telecommunications) 
is  to  design  systems  that  would  enable  currently  regulated  utilities  to 
adapt  to  a  competitive  environment. 

Regulation  of  Oil  and  Natural  Gas:  Some  New  Developments 

Energy  regulation  over  the  past  two  decades  provides  a  textbook 
study  of  the  effects  on  markets  of  price  controls  and  government 
intervention.  Fortunately,  the  wave  of  price  controls  introduced  in 
the  1970s  has  for  the  most  part  been  reversed.  Price  controls  remain 
on  some  fuels,  such  as  natural  gas.  However,  controls  on  gasoline 
and  crude  oil  prices  were  removed  at  the  beginning  of  this  Adminis¬ 
tration.  The  lessons  to  be  learned  from  the  experiments  with  price 
controls  are  clear.  They  lead  to  inefficiencies  and  shortages,  and  they 
typically  exacerbate  adverse  impacts  on  the  overall  economy,  such  as 
those  that  resulted  after  the  oil  price  hikes  in  the  1970s. 

The  transmission  system  for  oil  and  natural  gas  remains  regulated. 
The  Administration  recently  moved  to  deregulate  part  of  the  oil 
pipeline  network  and  set  up  a  system  of  price  caps  for  the  remainder 
of  the  system.  In  addition,  FERC  has  stated  that  it  will  reduce  regula¬ 
tory  oversight  of  proposed  rate  increases  by  an  oil  pipeline  if  the 
pipeline  lacks  significant  market  power. 

The  States  and  FERC  still  regulate  natural  gas  pipelines.  The 
FERC  has  issued  several  rules  and  proposed  rules  that  attempt  to 
ease  some  of  the  problems  in  the  supply  of  natural  gas.  One  pro¬ 
posed  rule  focuses  on  allowing  pipeline  capacity  rights  to  be  bought 
and  sold.  This  change  would  enhance  the  efficiency  of  the  network 
by  allowing  the  pipeline  to  be  allocated  to  the  highest  valued  uses. 

The  movement  toward  more  complete  deregulation  of  the  natural 
gas  industry  should  be  promoted.  It  not  only  makes  good  sense  from 
an  economic  point  of  view,  but  it  is  also  important  for  environmental 
reasons.  Natural  gps  is  a  clean-burning  fuel  that  results  in  relatively 
low  emissions  of  carbon  dioxide.  Thus,  this  fuel  could  be  part  of  a 
strategy  aimed  at  addressing  concerns  regarding  global  warming. 
Moreover,  because  the  combustion  of  natural  gas  results  in  much 
lower  levels  of  nitrogen  and  sulfur  oxides  than  oil  or  coal,  it  could 
play  an  important  role  in  reducing  acid  deposition.  ^ 

In  conclusion,  the  potential  for  increased  deregulation  in  areas  for¬ 
merly  thought  to  be  natural  monopolies  is  enormous.  This  potential 
lies  primarily  in  areas  characterized  by  network  structures  such  as 
telecommunications,  electricity,  energy,  water  delivery  systems,  and 
air  traffic  control.  Price  caps,  shared  capacity  ri^ts,  and  other  inno¬ 
vative  approaches  to  regulatory  reform  should  be  pursued  vigorously. 
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PRIVATIZATION 


Privatization  is  a  natural  extension  of  deregulation.  Eliminating 
government  provision  of  services  fosters  competition  by  increasing 
the  role  of  the  market.  Government  provides  a  large  array  of  goods 
and  services  that  the  private  sector  could  also  provide.  Examples  in¬ 
clude  the  air  traffic  control  system,  the  enrichment  of  uranium,  and 
the  postal  service.  From  an  efficiency  point  of  view,  the  critical  ques¬ 
tion  is  whether  firms  could  provide  a  similar  or  improved  menu  of 
services  at  lower  cost.  The  answer  depends  on  the  nature  of  the  serv¬ 
ice;  however,  there  is  widespread  agfreement  that  the  government 
now  performs  several  tasks  that  the  private  sector  could  more  effec¬ 
tively  and  efficiently  handle.  The  motivation  for  keeping  these  func¬ 
tions  within  the  sphere  of  government  is  usually  to  achieve  objectives 
other  than  economic  efficiency. 

The  rationale  behind  privatization — the  movement  of  government 
activities  to  the  private  sector — is  that  the  private  sector  can  often 
provide  services  more  efficiently  because  it  is  subject  to  the  discipline 
of  market  forces.  However,  recent  history  suggests  that  even  privat¬ 
ization  measures  that  clearly  promise  efficiency  gains  are  likely  to 
encounter  substantial  political  resistance.  As  with  other  regulatory  re¬ 
forms,  .the  key  to  the  success  of  privatization  lies  in  designing  institu¬ 
tions  that  will  allow  the  beneficiaries  of  such  change  to  compensate 
adequately  those  who  stand  to  lose. 

There  are  essentially  three  techniques  for  the  privatization  of 
goods  and  services  now  supplied  by  the  government  sector.  One  in¬ 
volves  selling  government  assets  to  persons  who  will  manage  them 
privately.  The  sale  of  Conrail  in  1987  is  an  example  of  Federal  Gov¬ 
ernment  divestiture  of  an  enterprise  as  a  functioning  unit.  Assets  also 
can  be  sold  piecemeal;  examples  include  the  sale  of  obsolete  military 
bases,  loan  portfolios,  and  surplus  equipment. 

A  second  privatization  technique  is  contracting  out,  whereby  gov¬ 
ernment  contracts  with  private  firms  to  provide  goods  and  services 
that  it  would  otherwise  supply  directly.  The  Federal  Government  now 
contracts  to  purchase  approximately  $200  billion  of  goods  and  serv¬ 
ices  annually.  Contracting  out  usually  results  in  cost  savings  because 
of  the  competition  for  contracts  among  vendors.  A  1986  General  Ac¬ 
counting  Office  study  determined  that  additional  opportunities  for 
contracting  out  could  result  in  the  transfer  of  between  95,000  and 
500,000  current  government  positions  to  the  private  sector,  at  annual 
savings  ranging  from  $0.9  billion  to  $4.6  billion. 

Contracting  out  is  most  likely  to  succeed  when  the  terms  and 
measurement  of  service  delivery  are  clear  and  easily  defined,  where 
at  least  several  firms  have  the  capacity  to  perform  the  contract,  where 
the  contractor  does  not  have  to  make  large  new  capital  expenditures. 
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and  where  the  contract  can  be  subject  to  regular  renegotiation  and 
renewal.  Examples  of  areas  particularly  well-suited  for  contracting 
out  include  data  processing,  laboratory  testing,  and  payroll  services. 

A  third  technique  for  privatization  is  the  use  of  vouchers,  through 
which  the  government,  rather  than  directly  providing  goods  or  serv¬ 
ices,  distributes  chits,  such  as  food  stamps,  that  allow  eligible  con¬ 
sumers  to  purchase  those  goods  and  services  from  private  suppliers. 
For  example,  the  government  now  provides  housing  vouchers  usable 
for  rental  payments  to  more  than  140,000  low-income  households  as 
a  substitute  for  public  housing.  A  comparable  proposal  often  dis¬ 
cussed  is  the  provision  of  education  vouchers  as  a  partial  substitute 
for  public  schools  (discussed  in  Chapter  5  of  the  1988  Report). 

In  March  1988  the  President’s  Commission  on  Privatization  issued 
a  comprehensive  report  calling  for  increased  Federal  Government 
use  of  privatization.  Areas  identified  by  that  report  as  being  especial¬ 
ly  well-suited  for  increased  privatization  efforts  included  low-income 
housing,  housing  finance.  Federal  loan  programs,  air  traffic  control, 
education,  postal  delivery,  military  commissary  operation,  prison  op¬ 
eration,  urban  mass  transit,  and  intercity  passenger  rail  transporta¬ 
tion.  The  Commission  did  not  examine  some  other  candidates  for 
privatization,  such  as  the  uranium  enrichment  industry  and  the  power 
marketing  authorities,  because  the  Congress  has  said  that  no  Federal 
funds  could  be  used  to  study  privatization  of  these  activities. 

Postal  delivery  appears  to  have  great  potential  for  enhancement  of 
economic  efficiency  through  privatization.  The  U.S.  Postal  Service 
(USPS)  is,  in  effect,  a  government-owned  monopoly  maintained  by 
law,  because  the  private  express  statutes  reserve  letter  delivery  for 
the  USPS.  Many  aspects  of  postal  delivery  do  not  exhibit  the  natural 
monopoly  characteristics  that  would  preclude  their  competitive  provi¬ 
sion  by  multiple  firms,  and  thus  are  good  candidates  for  privatization 
measures.  Some  limited  privatization  of  postal  delivery  has  already 
occurred.  The  USPS  annually  contracts  out  about  $3  billion  of  serv¬ 
ices,  primarily  long-distance  mail  transport  and  rural  retail  and  deliv¬ 
ery  services.  It  also  offers  discounts  to  large  mailers  who  pre-sort 
their  mailings.  In  addition,  private  express  couriers  have  been  al¬ 
lowed  since  1979  to  deliver  “extremely  urgent”  mail,  subject  to  time 
of  delivery  or  minimum  price  restrictions.  These  firms  have  gfrown 
dramatically.  One  private  courier,  for  example,  now  handles  more 
than  178  million  pieces  of  urgent  mail  a  year,  and  a  second  firm  now 
controls  more  than  90  percent  of  the  parcel  market.  The  USPS  has 
responded  to  this  competition  with  its  own  express  mail  service,  but 
has  been  able  to  retain  only  a  small  share  of  this  market. 

Further  privatization  of  postal  delivery  could  be  encouraged  in  sev¬ 
eral  ways.  The  Privatization  Commission  recommended  the  repeal  of 
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the  private  express  statutes,  particularly  with  regard  to  third-class 
mail  and  rural  delivery;  repeal  of  the  restrictions  on  private  use  of 
letter  boxes;  loosening  of  the  restrictions  on  private  delivery  of 
urgent  mail;  and  more  widespread  use  of  contracting  out.  The  Com¬ 
mission  also  recommended  that  the  possibility  of  private  ownership 
of  the  USPS  be  considered,  with  priority  being  given  to  employee 
ownership,  in  whole  or  part. 

One  obstacle  to  more  widespread  use  of  privatization  involves 
groups  that  are  special  beneficiaries  of  the  government  provision  of 
certain  goods  and  services.  For  example,  when  the  Federal  Govern¬ 
ment  provides  goods  or  services,  it  often  charges  a  single  price.  This 
practice  frequently  results  in  the  cross-subsidization  of  high-cost  con¬ 
sumers  by  low-cost  consumers.  Those  people  receiving  subsidies 
resist  privatization  measures  that  would  end  or  reduce  their  subsi¬ 
dies.  A  second  group  of  special  beneficiaries  are  the  government 
workers  who  now  provide  goods  and  services,  and  who  receive  a 
level  of  compensation  and  benefits  that  they  might  have  difficulty  re¬ 
taining  were  their  services  provided  in  a  market  environment.  The 
Privatization  Commission  noted  that  for  privatization  initiatives  to  be 
implemented,  it  would  often  be  necessary  to  appease  beneficiaries  of 
the  current  status  quo  by  adequately  compensating  them  for  the  ben¬ 
efits  they  would  lose  as  a  result  of  privatization. 

The  resistance  of  current  beneficiaries  has  successfully  blocked 
most  privatization  initiatives  in  recent  years.  Support  is  growing, 
however,  for  more  widespread  use  of  privatization,  based  both  upon 
the  realization  that  substantial  benefits  can  often  be  obtained,  and 
upon  the  recognition  that  a  trend  toward  privatization  is  accelerating 
worldwide.  This  trend  is  most  obvious  in  the  United  Kingdom,  but  is 
visible  also  in  many  other  countries,  including  some  with  socialist 
governments.  If  privatization  measures  can  address  the  concerns  of 
special  interest  g^roups,  it  may  be  possible  to  expand  the  sphere  of 
competition  and  improve  overall  economic  welfare. 

RETHINKING  SOCIAL  REGULATION 

Just  as  the  nature  and  scope  of  economic  regulation  may  be  chang¬ 
ing  sigpiificantly,  there  are  signs  that  new  approaches  to  social  regula¬ 
tion  are  emerging.  Whereas  economic  regulation  appears  to  be  re¬ 
ceding,  there  is  no  sign  that  social  regulation  is  on  the  wane.  A  large 
portion  of  the  public  believes  that  the  Federal  Government  should 
take  a  strong  leadership  role  in  protecting  the  public  from  environ¬ 
mental,  health,  and  safety  risks.  Elected  officials  frequently  accommo¬ 
date  these  concerns  by  passing  legislation  aimed  at  “fixing”  the 
problem.  Unfortunately,  much  of  this  legislation  has  fallen  far  short 
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of  its  goals.  In  some  cases,  this  was  because  the  goals  were  highly 
symbolic.  For  example,  1972  amendments  to  the  Clean  Water  Act 
called  for  the  elimination  of  all  discharges  into  navigable  waterways 
by  1985 — a  solution  that,  even  if  possible,  would  have  been  prohibi¬ 
tively  expensive.  In  other  cases  the  legislation  itself  led  to  decisions 
that  inadvertently  increased  both  the  risks  and  costs  to  society.  For 
example,  the  Consumer  Product  Safety  Commission  requirement  for 
child-proof  caps  on  products,  such  as  aspirin,  appears  to  have  led  ini¬ 
tially  to  an  increase  in  the  number  of  poisoning  accidents.  Evidendy 
parents  became  more  lax  about  leaving  hazardous  products  within 
the  reach  of  children. 

Agencies  involved  in  social  regulation  tend  to  specialize  in  one  of 
two  areas.  “Standard-setting”  agencies  focus  on  defining  acceptable 
levels  of  risk  and  setting  standards  accordingly.  These  agencies  seek 
to  lower  the  current  amount  of  risk  society  faces  from  activities  such 
as  breathing  polluted  air,  working  in  hazardous  areas,  being  exposed 
to  excessive  airport  noise,  and  driving  automobiles.  Each  agency 
faces  the  burden  of  proof,  both  legally  and  politically,  in  setting 
standards.  By  and  large  the  standard-setting  agencies  seek  to  reduce 
the  levels  of  risk  that  are  already  commonplace  in  society. 

A  second  type  of  regulatory  agency  focuses  on  screening  new  risks 
by  requiring  manufacturers  to  prove  that  their  product  is  not  harm¬ 
ful.  Absent  such  “proof,”  the  agency  may  prohibit  the  product  from 
being  sold  to  the  general  public.  While  statutes  for  standard-setting 
agencies  sometimes  require  a  recognition  of  the  costs  imposed  on 
the  regulated,  statutes  for  screening  agencies  rarely  contain  such  pro¬ 
visions.  Consequently,  agencies  are  not  permitted  to  weigh  the  safety 
of  a  new  product  against  the  safety  of  a  product  it  would  replace. 
Moreover,  screening  agencies  often  need  not  justify,  either  to  the 
courts  or  the  Congress,  the  costs,  or  forgone  benefits,  of  prohibiting 
the  sale  of  potentially  valuable  products. 

There  has  been  increasing  recognition  that  the  legislative  mandates 
underlying  both  kinds  of  regulatory  approaches  lead  to  inefficiencies. 
Indeed,  one  of  the  most  important  challenges  that  remains  is  to 
design  regulatory  institutions  that  achieve  social  objectives  more  effi¬ 
ciently.  Recently,  several  agencies  have  attempted  to  implement  some 
innovative  reforms  aimed  at  streamlining  and  improving  the  regula¬ 
tory  process.  The  following  review  highlights  a  few  of  the  more  note¬ 
worthy  reforms  and  identifies  some  of  the  challenges  that  remain. 

THE  EXPANDED  USE  OF  MARKET  INCENTIVES 

In  the  18  years  since  its  establishment,  the  Environmental  Protec¬ 
tion  Agency  has  developed  a  large  and  still  growing  body  of  regula¬ 
tions  to  cope  with  a  wide  range  of  environmental  problems,  including 
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toxic  dumps,  acid  rain,  and  smog.  The  EPA’s  approach  to  environ¬ 
mental  management  has  been  rigid,  allowing  companies  little  flexibil¬ 
ity  in  meeting  mandated  environmental  targets.  Unfortunately,  as 
with  all  highly  centralized  approaches  to  problem-solving,  this 
command-and-control  approach  fails  to  take  advantage  of  important 
information.  Firms,  not  regulators,  have  the  detailed  knowledge 
about  pollution  control  costs  that  is  crucial  to  expensive  approach  to 
cleaning  up  the  environment. 

Regardless  of  one’s  view  of  the  value  of  environmental  improve¬ 
ments,  EPA’s  rigid  regulatory  strategy  has  clearly  wasted  a  substantial 
portion  of  the  Nation’s  investment  aimed  at  improving  air  quality. 
The  cost  of  air  pollution  control  during  the  1980s  has  averaged  more 
than  $30  billion  annually,  and  economic  studies  indicate  that  more 
cost-effective  pollution  control  strategies  could  have  achieved  the 
same  degfree  of  environmental  quality  for  billions  less.  The  combina¬ 
tion  of  political  pressures  and  legislative  mandates  from  the  Congress 
has  made  it  difficult  for  EPA  to  accommodate  concerns  about  the 
cost  of  regulations. 

Over  the  past  decade  EPA  has  undertaken  several  modest  reforms 
that  allow  firms  greater  flexibility  in  meeting  environmental  stand¬ 
ards.  By  far  the  most  ambitious  of  these  is  the  emissions  trading 
policy,  which  includes  the  well-known  bubble  program  and  three 
lesser  known  programs.  The  basic  idea  of  emissions  trading  is  that 
Arms,  gfiven  the  opportunity,  can  often  devise  less  costly  ways  to  con¬ 
trol  their  emissions  than  can  regulators.  The  emissions  trading  policy 
is  an  attempt  to  take  advantage  of  this  fact  by  creating  markets  in  the 
de  facto  rights  to  pollute.  Trading  of  these  rights  within  and  between 
firms  can  increase  efficiency  by  concentrating  air  pollution  control  ef¬ 
forts  on  those  emission  sources  that  cost  the  least  to  control. 

On  balance,  emissions  trading  has  produced  a  mixed  bag  of  ac¬ 
complishments  and  disappointments.  The  program  has  afforded 
many  firms  flexibility  in  meeting  emission  limits,  and  this  flexibility 
has  resulted  in  significant  aggregate  cost  savings — in  the  billions  of 
dollars — without  sacrificing  environmental  quality.  However,  these 
cost  savings  represent  only  a  small  portion  of  the  total  potential  sav¬ 
ings.  Far  less  than  1  percent  of  the  total  stock  of  emissions  has  been 
traded,  and  economic  studies  suggest  that  trading  could  be  much 
more  active. 

An  important  reason  that  more  active  markets  have  not  emerged  is 
that  the  emissions  trading  prog^m  has  been  the  source  of  a  g^eat 
deal  of  controversy  over  regulatory  reform.  The  EPA  and  local  pollu¬ 
tion  control  agencies  have  tried  to  minimize  this  controversy  by  plac¬ 
ing  constraints  on  the  use  of  emissions  trading.  Unfortunately,  some 


of  these  constraints  have  dampened  industry’s  interest  in  making 
greater  use  of  this  exciting  regulatory  alternative. 

The  politics  of  emissions  trading  can  best  be  understood  in  terms 
of  a  struggle  over  the  nature  and  distribution  of  property  rights.  En¬ 
vironmentalists  and  industry  disagree  over  who  is  entitled  to  pollute 
and  at  what  levels.  Despite  these  differences,  the  reform  represents  a 
constructive  attempt  to  cut  the  cost  of  regulation.  Markets  have 
emerged  and  performed  better  than  traditional  command-and-control 
regulation. 

Several  positive  market-based  reforms  have  followed  in  the  foot¬ 
steps  of  emissions  trading.  For  example,  in  1982  EPA  implemented  a 
“lead  trading”  prog^m  designed  to  lower  the  cost  of  achieving  the 
phase-out  of  lead  in  gasoline.  Overall,  EPA  estimated  the  program 
would  save  more  than  $200  million  annually  when  it  was  in  oper¬ 
ation.  Similar  market-based  prog^ms  have  been  proposed  for  such 
diverse  problems  as  acid  rain  and  the  depletion  of  stratospheric 
ozone.  If  implemented  for  acid  rain,  a  trading  prog^m  could  save 
tens  of  billions  of  dollars  compared  with  more  onerous  command- 
and-control  methods  that  would  require  power  plants  to  use  scrub¬ 
bers  to  remove  emissions  of  sulfur  oxides. 

THE  IMPACT  OF  SOCIAL  REGULATION  ON  INNOVATION 

While  regulatory  screening  can  protect  the  public  from  certain 
risks,  it  can  also  have  undesirable  side  effects.  Screening  can,  and 
sometimes  does,  lead  to  the  banning  of  products  whose  expected 
benefits  outweigh  their  costs  because  the  screening  procedure  fre¬ 
quently  focuses  almost  exclusively  on  a  narrow  definition  of  risk. 
Since  1958  the  Delaney  Clause  has  required  the  Food  and  Drug  Ad¬ 
ministration  (FDA)  to  prohibit  any  food  additive  found  to  cause 
cancer  in  either  man  or  animals.  Such  zero-risk  strategies  do  not 
permit  explicit  comparison  of  the  costs  and  benefits  of  various 
chemicals.  Thus,  screening  of  new  risks  can  serve  as  an  entry  barrier 
that  limits  the  introduction  of  new  products,  even  in  cases  where  the 
new  item  is  less  harmful  than  the  one  it  would  replace. 

Ironically,  zero-risk  strategies  can  lead  to  marked  increases  in  the 
level  of  risk.  For  example,  EPA  in  1983  denied  a  request  for  permis¬ 
sion  to  use  a  fungicide  on  hops  that  was  expected  to  increase  a  heavy 
beer  drinker’s  odds  of  getting  cancer  by  1  in  100  million.  The  denial 
resulted  in  the  continued  use  of  existing  fungicides  thousands  of 
times  riskier.  The  EPA  has  recendy  dropped  the  zero-risk  rule,  re¬ 
placing  it  with  a  policy  that  allows  the  introduction  of  p>esticides  if 
they  pose  a  “negligible  risk,”  currently  set  at  1  in  1  million.  Such  a 
policy  encourages  innovation  on  the  part  of  chemical  companies  to 
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develop  new  and  safer  products  to  replace  their  existing,  and  fre¬ 
quently  more  dangerous,  counterparts. 

Screening  agencies  can  dramatically  affect  the  rate  of  innovation.  A 
case  in  point  is  the  Food  and  Drug  Administration.  Following  the 
1962  amendments  to  the  Food,  Drug,  and  Cosmetic  Act,  FDA  re¬ 
quired  pharmaceutical  companies  to  prove  not  only  that  their  pro¬ 
posed  new  drugs  were  not  harmful,  but  also  that  they  were  “effec¬ 
tive”  (i.e.,  do  what  the  manufacturer  claims  they  will).  Several  studies 
have  documented  the  impact  of  the  requirements  on  slowing  the  ap¬ 
proval  of  “new  chemical  entities.”  One  study  showed  that  on  average 
54  new  chemical  entities  were  approved  annually  in  the  13  years  pre¬ 
ceding  1962;  for  a  similar  period  after  the  amendments,  the  average 
number  fell  to  just  over  16,  a  70  percent  decline.  The  decline  in  new 
drug  innovations  restricts  the  public’s  choice  of  remedies,  a  choice 
often  made  under  a  physician’s  guidance. 

In  response  to  criticisms  about  the  FDA’s  slow  approval  process, 
which  took  on  average  10  years  to  complete,  the  agency  has  attempt¬ 
ed  to  streamline  its  screening  procedures,  both  in  the  research  and 
market  approval  stages.  Administrative  measures  have  reduced  the 
average  drug  processing  time  by  2  years.  In  addition,  the  number  of 
pending  new  drug  applications  fell  from  343  at  the  end  of  1983  to 
204  just  3  years  later.  Moreover,  the  average  annual  number  of  new 
drug  applications  approved  by  FDA  jumped  from  86  between  1976- 
79  to  109  between  1980-86.  More  recently,  FDA  has  agreed  to  help 
companies  desig^n  drug  studies  that  will  produce  data  as  early  in  the 
process  as  possible,  and  in  certain  cases  to  hasten  the  approval  proc¬ 
ess  for  drugs  where  serious  illness  or  death  threatens,  as  in  the  case 
of  acquired  immune  deficiency  syndrome  (AIDS)  or  hairy  cell  leuke¬ 
mia.  The  reforms  in  the  FDA  approval  process  could  result  in  a  sig¬ 
nificant  increase  in  the  number  of  new  drugs  provided  that  they  actu¬ 
ally  reduce  the  costs  to  firms  of  getting  drugs  approved. 

In  the  case  of  life-threatening  diseases,  such  as  AIDS,  a  strong  ar¬ 
gument  can  be  made  that  the  decision  to  use  new  experimental  drugs 
should  be  left  to  the  patient  and  the  patient’s  physician.  The  Presi¬ 
dent’s  Task  Force  on  Regulatory  Relief,  chaired  by  the  Vice  Presi¬ 
dent,  recently  endorsed  efforts  that  would  reduce  the  role  of  the  Fed¬ 
eral  Government  in  such  life-threatening  situations.  The  FDA  could 
expedite  the  process  by  conditionally  approving  drugs  after  initial  in¬ 
vestigations  show  them  to  be  safe.  Further  testing  could  then  be  per¬ 
formed  in  the  field  after  issuing  the  drug  with  proper  warnings  to 
both  physicians  and  patients,  rather  than  requiring  that  such  testing 
be  done  in  industry  laboratories. 

In  addition,  the  Drug  Export  Amendments  Act  of  1986  allows  FDA 
to  approve  applications  to  export  drugs  not  yet  approved  for  domes- 
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tic  use,  but  sanctioned  under  a  foreign  country’s  regulations.  By  al¬ 
lowing  the  export  of  such  drugs,  FDA  has  provided  additional  incen¬ 
tives  to  pharmaceutical  manufacturers  to  develop  and  produce  new 
drugs  in  the  United  States.  Not  only  will  this  procedure  help  the  do¬ 
mestic  drug  industry  to  compete  globally  and  aid  foreign  citizens,  but 
it  will  improve  the  health  of  Americans  as  well  by  spurring  domestic 
product  innovation. 

One  of  the  biggest  challenges  for  screening  regulation  will  be  in 
the  emerging  Held  of  biotechnology.  The  United  States  has  the  pto- 
tential  to  be  a  commercial  g^ant  in  this  Held  while  still  protecting  the 
public  from  unnecessary  harm.  The  development  of  new  technologies 
in  this  Held  can  lead  to  important  applications  in  ag^culture  (such  as 
pest  and  climate  resistance),  medicine  (such  as  the  FDA-approved  re¬ 
combinant  DNA-derived  human  insulin),  containing  oil  spills,  and 
cleaning  up  hazardous  waste  sites.  Worldwide  demand  for  biotech¬ 
nology  products  has  been  estimated  to  be  as  high  as  $100  billion  an¬ 
nually  by  the  turn  of  the  century. 

The  proper  Federal  role  in  biotechnology  is  to  ensure  that  new 
processes  and  products  do  not,  on  balance,  pose  an  unreasonable 
risk  to  the  public.  Measuring  the  total  risk  of  introducing  a  new  prod¬ 
uct,  however,  is  not  straightforward.  For  example,  if  a  Federal  agency 
prohibits  a  biotechnology  product  from  being  applied  as  a  pesticide 
to  crops,  it  is  implicitly  favoring  the  use  of  currendy  approved  pesti¬ 
cides.  Regyilators  should  not  evaluate  the  risk  of  a  new  product  in 
isolation,  but  should  consider  the  current  level  of  risk  of  the  products 
it  would  replace. 

This  Administration  has  made  strides  in  improving  the  regulatory 
coordination  of  approving  new  products  by  forming  the  Biotechnol¬ 
ogy  Science  Coordinating  Committee.  In  1986  this  Committee  issued 
a  notice,  approved  by  the  President,  that  provided  a  framework  for 
coordinating  the  policies  of  the  six  Federal  agencies  with  oversight 
responsibilities.  The  notice  concluded  that  regyilation  should  focus 
on  the  risks  of  the  organism  itself,  not  the  process  that  formed  it. 
Thus,  simply  because  a  product  could  be  labeled  “biotech”  did  not 
warrant  special  (and  frequently  more  stringent)  consideration. 
Indeed,  a  National  Academy  of  Sciences  study  argued  that  no  unique 
hazards  are  involved  in  genetically  engineered  technology. 

A  number  of  new  products  have  reached  the  marketplace.  The 
FDA  has  approved  nine  therapeutic  drugs,  including  a  new  anti¬ 
cancer  drug  and  a  new  hepatitis  vaccine.  The  FDA  has  also  approved 
a  human  gyowth  hormone,  now  marketed  by  two  companies,  for 
treating  growth  disorders  in  children. 

Biotechnology  products  have  been  used  in  waging  the  war  against 
deadly  diseases  as  well,  including  the  Hrst  vaccine  tested  for  use 
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against  AIDS.  In  all,  more  than  600  biotechnology  products  are  now 
undergoing  clinical  trials,  including  special  g^ins  capable  of  growing 
in  desert  regions  of  drought-stricken  Africa. 

Although  these  new  developments  in  screening  procedures  are  en¬ 
couraging,  there  is  a  fundamental  design  problem  inherent  in  the 
current  approach  to  screening:  regulators  are  not  given  enough 
credit  for  allowing  new  products  to  reach  the  marketplace  sooner.  At 
the  same  time,  they  often  have  to  shoulder  a  major  share  of  the 
blame  if  something  goes  wrong  after  a  new  product  or  chemical  is 
approved.  Thus,  screening  procedures  involving  civil  servants  are 
likely  to  reinforce  the  status  quo,  which  means  that  technological  in¬ 
novation  is  likely  to  be  slower  than  it  needs  to  be. 

LESSONS  AND  CHALLENGES 

It  is  always  tempting  to  respond  to  a  perceived  social  need  by  call¬ 
ing  for  government  intervention  of  one  sort  or  another.  The  experi¬ 
ence  to  date  with  Federal  regulation  suggests  the  need  to  keep  this 
impulse  in  check.  This  observation  does  not  mean  that  regulation 
should  be  eliminated.  It  means  that  regulation  should  be  applied  ju¬ 
diciously.  The  challenge  is  to  design  institutions  that  create  incen¬ 
tives  for  private  market  solutions  to  address  problems,  such  as  pollu¬ 
tion,  that  can  arise  as  a  result  of  marketplace  activity. 

The  strengths  and  limitations  of  some  of  the  older  approaches  are 
now  well  understood.  Price  and  entry  regulation  often  leads  to  ineffi¬ 
ciencies  and  tends  to  stifle  innovation.  Inflexible  social  regulations 
that  specify  in  detail  how  firms  should  behave  also  tend  to  stifle  inno¬ 
vation.  It  makes  little  sense  to  require  a  business  to  install  an  expen¬ 
sive  pollution  control  device  if  it  can  devise  a  better  way  to  achieve 
the  same  goal  at  half  the  price.  Yet  in  many  cases  regulations  do  not 
provide  firms  with  the  incentive  to  search  for  such  innovations. 

Gains  can  result  from  a  judicious  application  of  marketplace  incen¬ 
tives  in  traditional  areas  of  economic  regulation  as  well  as  social  reg¬ 
ulation.  Calculating  the  gains  from  such  activities  and  designing  insti¬ 
tutions  that  will  enable  the  public  to  benefit  from  these  gains  are 
necessary  steps  in  promoting  constructive  reforms.  Strong  political 
forces,  however,  protect  the  status  quo.  These  political  forces  are  not 
likely  to  change  unless  the  configuration  of  underlying  interest 
groups  changes  or  there  is  a  more  widespread  understanding  of  how 
current  institutions  often  lead  to  inefficient  and  ineffective  regula¬ 
tion.  This  understanding  is  promoted,  in  part,  by  successful  examples 
of  deregulation  and  successful  changes  in  regulatory  procedures  that 
promote  more  efficient  policies.  It  will  also  be  promoted  as  the  cost 
of  onerous  regulations  is  more  widely  recogfnized. 


220 


The  United  States  now  competes  in  a  global  marketplace.  In  order 
to  continue  to  compete  successfully,  the  Nation  must  develop  ap¬ 
proaches  to  regulation  that  promote  technological  innovation.  This 
goal  can  be  reached  through  gaining  an  understanding  of  the  institu¬ 
tions  that  yield  such  innovation,  and  through  asserting  the  political 
leadership  necessary  to  meet  the  challenge. 
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CHAPTER  6 


Science,  Technology,  and  the  U.S. 
Economy 

TWENTIETH  CENTURY  ADVANCES  in  science  and  technology 
have  brought  deeper  understanding  of  the  nature  of  matter  and  the 
origins  of  the  universe,  the  vanquishing  of  many  forms  of  disease  and 
pestilence,  efHcient  and  economical  worldwide  communications,  and 
human  travel  to  the  Moon.  For  example,  the  invention  of  the  inte¬ 
grated  circuit,  with  its  seemingly  unlimited  applications,  has  been 
compared  in  importance  with  Gutenberg’s  movable  type.  The  revolu¬ 
tion  in  biotechnology,  advances  in  recombinant  DNA  (deoxyribonu¬ 
cleic  acid)  research,  and  other  breakthroughs  in  health  technologies 
promise  major  advances  in  the  fight  against  disease. 

The  United  States  has  been  in  the  forefront  of  these  stunning  ac¬ 
complishments,  and  the  U.S.  Government  has  played  a  leading  role 
in  stimulating  and  undertaking  the  research  and  development  needed 
to  achieve  them.  The  government  has  a  keen  interest  in  science  and 
technology,  because  work  in  those  fields  relates  directly  to  national 
security  technologies,  and  also  because  the  results  of  such  research 
have  significant  economic  consequences.  During  the  past  8  years,  this 
Administration  has  sought  to  reorient  direct  government  involvement 
in  research  and  development  (R&D)  and  stimulate  the  forces  of  the 
private  sector  as  well. 

Advances  in  knowledge  contribute  importantly  to  the  Nation’s  real 
economic  growth;  about  one-half  of  all  growth  in  output  per  capita 
has  been  attributed  to  technological  knowledge  and  managerial  and 
organizational  know-how.  Estimated  rates  of  return  to  private  indus¬ 
try’s  R&D  spending  range  from  20  to  50  percent.  More  importantly, 
the  rate  of  return  to  society  is  about  double  the  private  rate.  Thus, 
R&D  is  a  good  investment  for  society.  Because  the  returns  to  society 
typically  exceed  the  returns  to  the  sponsor  of  the  research,  however, 
the  private  sector  has  inadequate  incentive  to  invest  in  R&D,  particu¬ 
larly  where  the  results  cannot  be  easily  appropriated  for  production 
and  profit.  Partly  because  of  this  underinvestment,  the  Federal  Gov¬ 
ernment  supports  R&D. 
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In  short,  government  policy  toward,  and  support  for,  scientific  re¬ 
search  and  technological  innovation  are  important  for  the  future  of 
America. 


OVERVIEW 

The  purpose  of  this  chapter  is  to  provide  an  economics  perspective 
on  the  debate  over  the  appropriate  policies  to  ensure  the  continued 
contribution  of  science  and  technology  to  U.S.  economic  growth. 
Like  the  other  chapters  of  this  Report,  it  examines  changes  in  institu¬ 
tions  and  incentives  over  the  longer  term.  This  chapter  does  not  at¬ 
tempt  to  provide  a  comprehensive  review  of  U.S.  science  and  tech¬ 
nology  (S&T)  policy,  nor  of  all  the  factors  that  affect  the  incentives 
of  firms  to  invest  in  R&D  and  to  innovate.  Instead,  it  highlights  some 
of  the  recent  changes  in  U.S.  approaches  to  science  and  technology. 

The  chapter  first  reviews  international  trends  in  science  and 
technology  that  influence  the  relative  U.S.  position  in  science,  in 
technology,  and  in  innovation.  It  also  reviews  the  U.S.  position  in  the 
international  trade  of  high-technology  products  and  the  role  that 
technology  plays  in  trade  relationships.  Based  on  this  evidence,  some 
of  the  fears  of  a  declining  U.S.  position  in  science,  technology,  and 
high-technology  trade  are  misplaced.  Given  economic  conditions 
after  World  War  II,  the  United  States  was  able  to  become  the  domi¬ 
nant  supporter  of  R&D,  which  led  to  technologically  advanced  prod¬ 
ucts.  As  other  nations  recovered  economically,  they  too  began  to 
invest  in  R&D.  Thus,  some  decline  in  the  relative  U.S.  position  is  to 
be  expected.  The  increasing  S&T  capabilities  of  U.S.  industrial  part¬ 
ners  provide  an  opportunity,  as  more  countries  are  sharing  the  costs 
of  technological  advances,  sharing  basic  research,  and  providing  ben¬ 
efits  to  consumers  in  the  form  of  technologically  advanced  products. 
However,  those  capabilities  also  present  a  challenge  to  American 
producers.  An  area  of  growing  concern  to  U.S.  industry,  based  on  its 
trade  performance,  is  its  manufacturing  technologies,  and  industry  is 
taking  a  variety  of  steps  to  remedy  its  deficiencies.  Some  of  the  cur¬ 
rent  policy  debate  is  over  the  appropriate  Federal  role  in  this  area. 

This  chapter  also  examines  the  institutions  and  incentives  in  the 
S&T  policy  environment.  It  highlights  several  S&T  policy  initiatives 
of  the  1980s  aimed  at  strengthening  the  incentives  of  U.S.  industry  to 
invest  in  R&D:  taxes,  antitrust,  and  intellectual  property  protection. 
It  reviews  the  incentives  and  new  institutional  relationships  that  en¬ 
courage  the  transfer  of  research  results  to  industry  from  the  academ¬ 
ic  sector  and  government  laboratories.  The  latter  initiatives  play  an 
important  role  in  facilitating  the  rapid  transfer  of  science  into  com¬ 
mercial  applications. 
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Ultimately,  for  society  to  benefit  from  investments  in  R&D,  the  re¬ 
sults  must  be  turned  into  products,  processes,  and  services — technol¬ 
ogy  must  get  off  the  shelf.  A  major  concern  is  the  broad  economic 
benefit  of  federally  supported  research.  As  described  in  this  chapter, 
a  strong  technological  position  by  U.S.  firms  will  not  keep  produc¬ 
tion  from  going  offshore,  but  this  result  does  not  preclude  U.S.  con¬ 
sumers  and  investors  from  benefiting  from  that  technology.  In  addi¬ 
tion,  the  U.S.  research  system  is  very  open.  International  research 
collaboration — whether  formal  or  informal — benefits  the  United 
States  as  well  as  the  foreign  partners  by  improving  the  productivity 
of  the  R&D  process.  Where  exclusive  property  rights  to  research  re¬ 
sults  can  be  established,  however,  the  U.S.  Government  has  already 
taken  steps  to  protect  such  knowledge. 

Recommendations  for  improving  the  efficiency  and  the  effective¬ 
ness  of  the  R&D  and  innovation  process  must  recognize  the  decen¬ 
tralized  and  competitive  S&T  system.  The  system  has  served  the 
United  States  well.  While  the  S&T  systems  of  other  countries  differ 
in  some  ways  from  that  of  the  United  States,  they  are  not  demonstra¬ 
bly  superior.  However,  the  incentives  and  institutional  relationships 
within  the  United  States  need  to  be  examined  to  ensure  that  barriers 
do  not  inadvertently  limit  the  ability  of  the  public’s  investment  in 
R&D  to  benefit  the  Nation  as  a  whole. 

INTERNATIONAL  COMPARISONS 

The  United  States  continues  to  be  a  leader  internationally  in  sci¬ 
ence,  but  U.S.  firms  face  strong  technological  competition  from  other 
major  industrial  countries.  Japanese  firms  are  particularly  capable  in 
implementing  new  manufacturing  processes  and  in  commercializing 
technologies. 

SCIENCE  AND  TECHNOLCXiY  INPUTS 

Chart  6-1  characterizes  the  national  R&D  effort  by  source  of  funds, 
performer,  and  character  of  work  (basic  research,  applied  research, 
and  development).  This  chart  provides  background  for  the  discussion 
in  this  section. 

Aggregate  Research  and  Development  Spending 

Total  U.S.  expenditures  on  R&D,  adjusted  for  inflation,  have 
grown  dramatically  since  the  1950s.  Real  spending  (in  1982  dollars) 
grew  from  $20  billion  a  year  in  1953  to  $1()4  billion  in  1987.  Nation¬ 
al  R&D  funding  trends  for  France,  West  Germany,  Japan,  the  United 
Kingdom,  and  the  United  States  for  the  period  1965-86  are  shown  in 
Chart  6-2.  In  1986  the  United  States  spent  more  on  R&D  than 
France,  West  Germany,  Japan,  and  the  United  Kingdom  combined. 
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Chart  6-1 


The  National  R&D  Effort 


Expenditures  for  research  and  development=$1 24.9  billion,  Fiscal  Year  1 988' 
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Source:  National  Science  Foundation. 

However,  the  U.S.  share  has  declined;  20  years  earlier,  U.S.  expendi¬ 
tures  were  more  than  twee  the  size  of  the  combined  expenditures  of 
those  four  countries. 

Japan,  West  Germany,  and  the  United  States  now  spend  roughly 
the  same  proportion  of  their  gross  national  product  (GNP)  on  R&D. 
Estimates  for  1986  (the  latest  year  for  which  data  are  available  for  all 
countries)  show  that  Japan  devoted  2.8  percent  of  its  GNP  to  R&D, 
while  the  United  States  and  West  Germany  each  spent  2.7  percent. 
Despite  steady  gfrowth  in  non-Federal  R&D,  declines  in  the  ratio  of 
R&D  to  GNP  in  the  United  States  have  resulted  from  lower  Federal 
R&D  spending  on  defense  and  space.  For  example,  the  U.S.  ratio 
peaked  at  2.9  percent  in  1964  and  dropped  between  1968  and  1979, 
reflecting  the  decline  in  Federal  R&D  for  defense  and  space.  West 
Germany  and  Japan  have  the  highest  percentages  of  GNP  devoted  to 
nondefense  R&D  expenditures.  Japan’s  ratio  stood  at  2.8  percent  in 
1986,  compared  with  2.5  percent  for  West  Germany  and  1.9  percent 
for  the  United  States.  Based  on  absolute  amounts  of  nondefense 
R&D  funding,  however,  the  United  States  still  outspends  these  two 
industrial  competitors. 

But  which  measure  of  national  R&D  spending  determines  techno¬ 
logical  capabilities:  absolute  levels  of  spending  or  share  of  GNP?  For 
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Chart  6-2 


National  R&D  Expenditures,  Selected  OECD  Countries 


Billions  of  1982  dollars 


Note. —  Dollar  conversions  are  based  on  OECD  purchasing  power  parity  exchange  rates  and 
U.S.  Department  of  Commerce  GNP  implicit  price  deflators.  Data  lor  1984-86  are  preliminary  or 
estimated.  Data  for  United  Kingdom  are  not  available  for  1965;  1964  data  used. 

Sources:  National  Science  Foundation,  Organization  for  Economic  Cooperation  and  Development, 
and  national  sources. 

some  purposes,  absolute  R&D  spending  levels  may  well  be  more  rel¬ 
evant  in  providing  benefits  to  society.  The  basic  output  of  R&D  is 
knowledge,  which  can  be  spread  over  any  number  of  units  of  output; 
increased  production  may  require  no  additional  knowledge.  But  com¬ 
parisons  of  absolute  levels  of  spending  are  also  limited.  One  problem 
is  that  new  knowledge  is  not  equally  relevant  to  all  sectors  of  the 
economy.  Because  knowledge  relevant  to  one  industrial  sector,  such 
as  pharmaceuticals,  may  not  be  applicable  to  another,  such  as  electri¬ 
cal  machinery,  a  more  diverse  economic  base  may  require  more  R&D 
to  sustain  the  pace  of  technological  innovation  across  all  sectors. 

Major  changes  in  a  country’s  ratio  of  R&D  to  GNP  do  indicate  a 
shift  in  the  emphasis  that  the  country  places  on  R&D.  The  full  sig¬ 
nificance  of  that  shift  in  emphasis,  however,  depends  on  where  the 
reallocated  funds  are  spent. 
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Industrial  Research  and  Development 

Industry  supports  a  major  share  of  national  R&D  in  the  five  indus¬ 
trial  nations  examined  here.  Furthermore,  industry’s  share  increased 
over  the  1970-86  period.  Industry  in  Japan  supports  the  largest 
share  of  national  R&D  (69  percent  in  1986),  followed  by  West  Ger¬ 
many  (61  percent  that  year).  In  the  United  States,  industry  funds 
roughly  one-half  of  all  R&D. 

Across  the  five  countries,  the  industrial  sector  receives  varying 
amounts  of  government  R&D  funds.  For  those  countries  with  major 
expenditures  on  defense  R&D,  government  provides  a  greater  share 
of  industrial  research  and  development.  Thus,  in  the  United  States, 
the  government  finances  one-third  of  industrial  R&D.  In  contrast, 
Japanese  companies  fund  98  percent  of  all  industrial  R&D,  and  West 
German  companies  support  more  than  80  percent  of  their  own  R&D 
effort. 

Comparisons  of  business  R&D  (conducted  with  both  private  and 
government  funds)  show  some  differences  in  national  emphases  on 
broad  manufacturing  sectors.  All  five  nations  emphasize  the  electrical 
equipment  industry  (excluding  computers).  France,  the  United  King¬ 
dom,  and  the  United  States  also  particularly  emphasize  aerospace. 

These  comparisons  are  based  on  distributions  of  each  nation’s 
spending  in  the  industrial  sector,  not  on  funding  levels  that  more  di¬ 
rectly  affect  technological  capabilities  in  particular  sectors.  Nonethe¬ 
less,  the  relative  emphases  within  a  nation  identify  what  sectors  it 
views  as  important  and,  to  the  extent  that  R&D-intensive  products 
are  internationally  traded,  where  competition  is  likely  to  lie  and  ^ains 
from  trade  are  most  likely  to  occur. 

Scientists  and  Engineers 

Both  the  United  States  and  Japan  send  a  much  larger  proportion 
of  their  young  adults  to  college  than  do  France,  West  Germany,  and 
the  United  Kingdom.  Similar  proportions  of  American  and  Japanese 
college-age  populations  receive  first  university  degrees  (25.9  percent 
for  the  United  States  and  22.6  percent  for  Japan  in  1986),  while 
fewer  than  10  percent  do  so  in  the  other  three  countries.  Japanese 
universities  award  a  somewhat  larger  proportion  of  their  degrees  in 
the  natural  sciences  and  engfineering  (27  percent  of  all  degrees  com¬ 
pared  with  20  percent  in  the  United  States).  Significant  differences 
arise,  however,  between  the  two  countries  in  fields  of  emphasis. 
Almost  three-quarters  of  all  Japanese  students  in  science  and  engi¬ 
neering  are  in  engineering,  while  slightly  more  than  one-third  of 
such  Amerit  an  students  obtain  engineering  degrees. 

The  United  States  has  the  largest  concentration  of  scientists  and 
engineers  engaged  in  R&D,  as  a  proportion  of  its  labor  force,  fol- 
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lowed  closely  by  Japan.  Between  1965  and  1986,  the  other  four  na¬ 
tions  increased  their  relative  use  of  scientists  and  engineers  to  per¬ 
form  R&D,  while  U.S.  employment  of  R&D  scientists  and  engineers 
as  a  share  of  the  labor  force  reflected  fluctuations  in  the  ratio  of 
R&D  to  GNP.  The  absolute  number  of  U.S.  scientists  and  engineers 
engaged  in  R&D  has  been  increasing  since  1973,  however,  giving  the 
United  States  a  large  base  of  R&D  personnel. 

SCIENCE  AND  TECHNOLOGY  OUTPUTS 

Policymakers  are  interested  in  the  S&T  system  because  of  its  gen¬ 
eration  of  knowledge  and  ideas  and  the  linkages  between  science  and 
technology.  Several  indicators  of  these  outputs  are  available,  al¬ 
though  they  are  only  proxies  for,  not  direct  measures  of,  the  knowl¬ 
edge  and  ideas  generated. 

Nobel  Prizes  are  a  well-known  indicator  of  scientific  achievement. 
Since  1945  U.S.  citizens  have  received  about  50  percent  of  such 
prizes  awarded  in  science.  Based  on  where  the  research  was  done, 
the  United  States  has  hosted  an  even  larger  fraction  of  the  prize-win¬ 
ning  work  over  the  past  four  decades.  But  the  Nobel  Prize  is  not  a 
good  indicator  of  the  current  strength  of  science  in  a  nation  because 
the  award  lags  the  performance  of  the  work  by  years,  even  decades. 
On  a  per  capita  basis,  of  the  nine  countries  whose  citizens  have  re¬ 
ceived  the  most  Nobel  Prizes  in  science  since  1970  (population  in 
1980),  the  United  States  ranked  sixth,  behind  Sweden,  Denmark, 
Switzerland,  Belgium,  and  Great  Britain;  Japan  ranked  ninth,  behind 
West  Germany  and  France. 

Citations  or  references  to  papers  and  patents  are  one  indicator  of 
the  influence  or  importance  of  the  cited  paper  or  patent.  Based  on 
citation  measures,  U.S.  scientific  research  is  of  very  high  quality.  The 
U.S.  share  of  citations  made  in  a  large  set  of  scientific  journals  pub¬ 
lished  worldwide  was  about  40  percent  higher  than  the  U.S.  share  of 
publications  in  that  set. 

Patent  Shares 

Because  a  patent  protects  an  invention  only  in  the  country  in  which 
the  patent  is  issued,  foreign  filings  for  U.S.  patents  are  indicators  of 
potential  foreign  competition.  As  might  be  expected  when  other  na¬ 
tions  increase  their  research  capabilities,  the  U.S.  share  of  some  S&T 
outputs  has  fallen.  The  U.S.-invented  share  of  U.S.-issued  patents  has 
fallen  from  73  percent  in  1970  to  52  percent  in  1987.  This  declining 
share  also  reflects  an  8  percent  fall  in  the  actual  number  of  patents 
granted  to  U.S.  inventors,  even  though  total  U.S.  patents  granted  in¬ 
creased  29  percent.  Japanese  inventors  have  increased  their  share  of 
patents  received  fivefold,  more  than  the  inventors  of  any  other  coun- 
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try.  Their  share  of  U.S.-issued  patents  increased  from  4  to  20  per¬ 
cent. 

Links  Between  Science  and  Technology 

Although  science  generates  knowledge  used  for  commercial  appli¬ 
cations,  that  linkage  can  be  difficult  to  identify  and  quantify.  One  ap¬ 
proach  to  quantifying  this  relationship  identifies  the  use  of  academic 
research  in  industry  and  the  value  of  the  time  that  such  research 
saves  a  firm  in  its  innovation  process.  Based  on  this  measure,  the 
contribution  of  academic  research  to  industry  is  large;  using  conserv¬ 
ative  assumptions,  the  social  rate  of  return  is  estimated  to  be  at  least 
28  percent. 

Another  approach  is  to  examine  the  connections  by  using  publica¬ 
tions  as  a  proxy  for  science  and  patents  as  a  proxy  for  technology. 
Citations  from  patents  to  the  scientific  literature  help  to  establish 
links  between  science  and  its  technological  applications.  In  general, 
however,  the  knowledge  most  frequently  cited  by  patents  is  contained 
in  other  patents.  The  patents  described  here  are  those  issued  by  the 
U.S.  Patent  and  Trademark  Office  to  residents  of  various  countries, 
and  the  references  are  those  cited  by  the  U.S.  patent  examiner. 
Before  granting  a  patent,  the  patent  examiner  must  identify  the  prior 
art,  i.e.,  the  knowledge  at  a  particular  time  that  determines  whether 
an  invention  is  new  and  not  obvious  to  someone  with  normal  skills  in 
that  area. 

The  science  intensity  of  inventions  from  the  five  major  industrial 
countries  has  been  increasing,  as  measured  by  the  average  number  of 
scientific  publications  cited  per  patent  filed  in  the  United  States.  Be¬ 
tween  1975  and  1986,  patents  issued  to  U.S.  inventors  have  g^own 
most  rapidly  in  science  intensity.  The  science  intensity  of  Japanese 
patents  is  now  the  lowest  of  the  five  countries,  suggesting  that  ad¬ 
vances  in  Japanese  technology  are  based  on  improvements  in  other 
patented  technologies.  At  the  beginning  of  the  period  studied,  pat¬ 
ents  of  inventors  from  the  United  Kingdom  were  the  most  science¬ 
intensive,  but  patents  of  U.S.  inventors  overtook  them  in  1980. 

Elarlier  studies  of  the  connections  between  the  development  and 
application  of  scientific  knowledge  found  lags  exceeding  20  years, 
but  some  evidence  now  suggests  that  the  lag  is  shrinking.  Patent 
filings  are  showing  a  much  shorter  time  between  publication  of  re¬ 
search  results  and  their  incorporation  into  a  patentable  technology: 
science  is  being  applied  sooner.  The  median  age  of  scientific  publica¬ 
tions  cited  in  U.S.-issued  patents  over  the  1975-86  period  has  been 
declining  for  all  five  countries.  Throughout  the  period,  patents 
issued  to  U.S.  inventors  have  cited  the  most  recent  publications,  fol¬ 
lowed  by  patents  issued  to  Japanese  inventors.  West  Germany  has 
consistently  cited  the  oldest  publications.  In  1975  the  median  age  of 
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publications  cited  by  U.S.-owned  patents  was  just  under  8  years;  by 
1986  the  median  age  was  slightly  more  than  6.5  years.  In  some  rapid¬ 
ly  growing  flelds  such  as  biotechnology,  recent  patents  cite  research, 
including  basic  research,  of  about  the  same  age  as  the  literature  cited 
in  research  articles  on  bioscience. 

INDUSTRIAL  INNOVATION  IN  THE  UNITED  STATES  AND  JAPAN 

Before  society  benefits  from  the  full  value  of  R&D  spending,  the 
knowledge  gained  must  be  converted  into  products,  processes,  and 
services.  Thus,  the  factors  involved  in  this  conversion  are  an  impor¬ 
tant  component  of  any  comparison  of  innovative  capabilities. 

For  the  manufacturing  sector  overall,  Japanese  and  American  firms 
that  do  R&D  spent  roughly  the  same  proportion  of  net  sales  on  R&D 
in  1985  (2.7  percent  in  Japan  versus  2.8  percent  reported  for  compa¬ 
ny-funded  R&D  in  the  United  States).  Within  manufacturing,  howev¬ 
er,  the  ratios  of  R&D  to  net  sales  vary.  For  example,  ceramics  and 
iron  and  steel  are  more  R&D-intensive  in  Japan,  while  the  profession¬ 
al  and  scientific  instruments  sector  is  signihcantly  more  R&D-inten¬ 
sive  in  the  United  States. 

Recent  studies  show  that  American  and  Japanese  firms  devote  simi¬ 
lar  proportions  of  their  R&D  expenditures  to  relatively  risky  projects 
(about  one-quarter  of  their  R&D  to  projects  with  less  than  a  50  per¬ 
cent  estimated  chance  of  success)  and  to  long-term  projects  (almost 
40  percent  of  R&D  to  projects  expected  to  pay  off  after  5  years). 
This  similarity  represents  a  significant  shift  for  the  Japanese  from  the 
1970s,  when  Japanese  industrial  R&D  was  composed  largely  of  low- 
risk  and  short-term  projects.  Japanese  firms  appear  to  have  changed 
both  the  breadth  and  depth  of  their  R&D  and  in  these  ways  more 
resemble  American  firms. 

Nonetheless,  differences  remain  in  the  composition  of  American 
and  Japanese  industrial  R&D.  The  U.S.  firms  studied  devote  about 
two-thirds  of  their  R&D  expenditures  to  product  technology  (new 
products  and  product  changes)  and  about  one-third  to  process  tech¬ 
nology  (new  processes  and  process  changes).  Japanese  firms  reverse 
the  proportions.  This  difference  cannot  be  attributed  simply  to  dif¬ 
ferent  industry  mixes  at  the  aggregate  level.  Within  the  chemicals  in¬ 
dustry,  where  firms  in  both  countries  emphasize  product  innovations 
more  than  does  the  sample  as  a  whole,  U.S.  firms  still  devote  a  great¬ 
er  share  of  their  R&D  to  product  than  to  process  innovation  than  do 
the  Japanese. 

American  and  Japanese  firms  need  about  the  same  time  and  incur 
similar  costs  to  carry  out  innovations  based  on  technologies  devel¬ 
oped  within  the  firm.  Recent  work  suggests,  however,  that  Japanese 
firms  enjoy  advantages  over  U.S.  firms  with  respect  to  innovations 
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based  on  external  technology,  that  is,  technologies  originating  out¬ 
side  the  firm.  Many  innovations  based  on  external  technologfy  involve 
new  products  that  imitate  others  in  important  respects.  The  contrast 
between  Japanese  and  U.S.  firms  shows  up  particularly  in  the  com¬ 
mercialization  stage  of  the  innovation  process  (beginning  when  the 
product  is  developed  and  ending  when  it  is  introduced  commercial¬ 
ly),  as  distinguished  from  the  R&D  stages.  In  the  United  States  the 
commercialization  of  an  innovation  based  on  external  technology  re¬ 
quires  more  time  and  about  as  much  money  as  the  commercialization 
of  one  based  on  internal  technology.  Japanese  firms,  however,  are 
able  to  commercialize  innovations  based  on  external  technology 
faster  and  at  less  cost  than  those  based  on  internal  technologfy. 

Japan’s  advantage  here  depends  on  how  many  U.S.  innovations  are 
based  on  external  technologies.  However,  modifications  of  external 
technologies  are  reported  to  be  an  important  source  of  U.S.  innova¬ 
tions.  Efforts  of  Japanese  firms  to  improve  their  S&T  capabilities 
largely  involved  catching  up  with  U.S.  firms.  In  these  circumstances, 
their  greater  efficiency  in  adapting  external  technology  affords  a  clear 
advantage.  Yet  this  superior  efficiency  of  Japanese  firms  in  commer¬ 
cializing  external  technologies  does  not  appear  to  be  attributable 
solely  to  the  advantages  of  being  a  follower.  In  carrying  out  such  in¬ 
novation,  they  have  been  more  likely  than  American  firms  to  adapt 
the  imitated  product  significantly  and  reduce  its  production  costs 
substantially.  The  Americans  seem  more  inclined  to  invest  heavily  in 
marketing  startup  costs,  emphasizing  marketing  strategies  more  than 
technical  performance  and  production  cost. 

The  ultimate  arbiter  of  the  value  of  R&D  strategies  is  the  market. 
Before  examining  how  U.S.  firms  have  fared  in  international  high- 
technology  trade,  however,  a  look  at  how  the  U.S.  and  Japanese  gov¬ 
ernments  develop  their  S&T  policies — policies  that  influence  the 
S&T  capabilities  of  industry — is  in  order. 

GOVERNMENT  RESEARCH  POLICY  IN  THE  UNITED  STATES  AND  JAPAN 

The  Japanese  government  accounts  for  only  2 1  percent  of  its  na¬ 
tion’s  R&D  funding,  but  it  nevertheless  plays  an  important  role  in 
science  and  technology.  It  identifies  new  directions  for  R&D  efforts 
and  encourages  R&D  initiatives  by  industry  through  financial  incen¬ 
tives,  selective  R&D  funding  of  particular  R&D  projects,  and  the  cre¬ 
ation  of  special  institutes.  Japanese  S&T  policy  develops  from  consul¬ 
tation  and  consensus.  The  Council  for  Science  and  Technology,  the 
primary  authority  for  developing  Japanese  S&T  policy,  recommends 
long-term  national  policy  objectives  but  funds  no  R&D.  It  recently 
identified  the  need  for  a  basic  shift  in  emphasis  toward  seeking  cre¬ 
ative,  fundamental  breakthroughs  that  benefit  not  only  Japan  but  also 
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the  international  community.  Its  latest  recommendation  stressed 
basic  research,  greater  involvement  of  foreign  researchers,  and  indus¬ 
try  and  university  cooperation. 

Almost  one-half  of  the  Japanese  Government’s  S&T  budget  (which 
includes  some  expenditures  that  do  not  meet  the  narrower  definition 
of  R&D)  in  1985  went  to  the  Ministry  of  Education,  Science,  and  Cul¬ 
ture  (Monbusho),  which  administers  Japan’s  national  universities  and 
their  affiliated  research  institutes.  The  Japanese  approach  (also  used 
in  many  European  countries)  provides  long-term  government  sup¬ 
port  to  public  universities  for  faculty  R&D  activities.  In  contrast  U.S. 
Government  agencies  fund  most  university  research  on  a  shorter 
term  and  competitive  basis. 

With  27  percent  of  the  government’s  S&T  budget,  the  Science  and 
Technology  Agency  funds  and  conducts  basic  and  applied  research. 
It  also  directs  the  Japan  Research  and  Development  Corporation, 
which  encourage  j  the  commercialization  of  promising  R&D  develop¬ 
ments  at  the  national  universities  and  research  institutes. 

The  Ministry  of  International  Trade  and  Industry  (MITI)  spent  13 
percent  of  the  government’s  1985  S&T  budget.  While  MITI  wielded 
substantial  power  over  Japanese  industry  during  the  1960s  and  early 
1970s,  controlling  foreign  exchange,  technology  licensing  from 
abroad,  and  tariffs,  it  has  largely  lost  those  powers.  Currently,  MITI 
tries  to  influence  the  private  sector  through  using  its  R&D  funds  to 
leverage  higher  industrial  R&D  funding.  Within  MITI,  the  Agency  for 
Industrial  Science  and  Technologfy  (AIST)  sponsors  development  of 
technologies  with  potential  commercial  value,  much  of  which  is  car¬ 
ried  out  in  AIST-administered  national  and  regional  industrial  re¬ 
search  institutes.  The  AIST  also  administers  special  incentives,  such 
as  conditional  loans  (which  are  included  in  the  S&T  budget)  and  tax 
deductions  for  private-sector  technology  development. 

The  two  countries  also  differ  in  how  they  carry  out  long-term  S&T 
planning.  The  Japanese  Government  has  conducted  major  formal 
forecasting  exercises  that  included  large  sections  of  the  industry,  gov¬ 
ernment,  and  academic  communities  in  the  forecasting  process.  Every 
5  years  Japan’s  Science  and  Technology  Agency  sponsors  these  fore¬ 
casts,  which  combine  the  “science  push’’  and  “demand  puli’’  perspec¬ 
tives  on  technological  innovation.  Among  the  areas  ranked  highest  in 
terms  of  future  Japanese  S&T  needs  in  the  most  recent  survey  are 
cancer;  storage  and  disposal  of  radioactive  solid  wastes;  automatic 
protocol  conversions  to  facilitate  information  flows  between  commu¬ 
nication  networks;  advanced  software  verification  technology  for 
rapid  development  of  error-free,  large  software  systems;  antivirus 
agents  for  treatment  of  viral  diseases;  and  industrial  application  of 
superconducting  materials. 
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The  accuracy  of  forecasts  that  reach  30  years  into  the  future  is 
open  to  question,  particularly  where  unforeseen  developments  may 
change  opportunities.  Nonetheless,  the  Japanese  forecasts  help  estab¬ 
lish  R&D  priorities.  Furthermore,  some  observers  say  that  thinking 
about  longer  term  applications  encourages  Japanese  industry  to  mon¬ 
itor  external  research  and  more  quickly  adopt  the  findings. 

It  is  not  necessarily  advisable,  however,  for  the  United  States  to 
make  its  own  30-year  forecasts.  Such  forecasts  tend  toward  conserv¬ 
atism,  fail  to  anticipate  some  of  the  more  creative  scientific  advances, 
and  may  lead  to  a  consensus  that  encourages  an  excessively  narrow 
R&D  focus.  Rather,  the  decentralized  U.S.  system  might  benefit  more 
from  involving  potential  users  of  basic  and  applied  research  in  an 
R&D  agency’s  process  of  planning  and  setting  priorities. 

HIGH-TECHNOLOGY  PRODUCTS  AND  U.S.  TRADE 

A  product’s  life  cycle  and  its  manufacturing  process  affect  its  pro¬ 
ducer’s  ability  to  compete.  The  importance  of  performance  versus 
cost  characteristics  for  marketing  a  product  varies  with  the  stage  of 
its  life  cycle.  At  the  initial  innovation  stage,  the  producer’s  technolog¬ 
ical  lead  is  the  key  factor  in  determining  its  competitive  position.  As 
the  initial  demand  is  met  and  more  competitors  arise,  cost  and  qual¬ 
ity  become  much  more  important  in  generating  sales.  The  location  of 
production  can  change  during  the  stages  of  the  product  life  cycle.  At 
the  initial  R&D  stages,  the  availability  of  skilled  technical  labor  is  im¬ 
portant.  Later,  R&D  inputs  become  less  important,  and  the  usual  de¬ 
terminants  of  production  location  come  into  play:  wages,  taxes,  trans¬ 
portation,  and  access  to  markets.  In  rapidly  changing  technologies,  a 
product  may  never  get  to  the  mass  production  stage,  or  only  be 
mass-produced  for  a  short  time.  Thus,  the  ability  to  shift  quickly  to 
another  product  can  be  a  critical  competitive  strategy. 

Judging  from  the  success  of  U.S.  multinational  firms  in  maintaining 
world  market  shares,  the  diminished  U.S.  trade  position  may  result 
less  from  deficiencies  in  American  technological  leadership  than  from 
other  factors — productivity,  wage  rates,  taxation,  cost  of  capital,  do¬ 
mestic  inflation,  and  exchange  rates.  As  described  in  earlier  chapters, 
many  of  these  factors  that  affect  cost  and  quality  have  recently 
become  more  favorable  to  U.S.-based  production.  American  firms 
need  a  policy  environment  that  helps  them  to  benefit  from  the  use  of 
their  technologies  wherever  they  produce.  Improved  protection  of  in¬ 
tellectual  property  in  countries  where  such  protection  is  weak  can 
help  U.S.  firms  in  this  regard,  and  it  can  also  encourage  increased 
U.S.  investment  in  those  countries. 
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CHARACTERISTICS  OF  THE  HIGH-TECHNOLOGY  SECTOR 

No  commonly  accepted  definition  of  high-technology  industries 
exists.  These  industries  are  said  to  make  significant  use  of  scientific, 
engineering,  and  other  technical  personnel  and  to  invest  in  a  greater 
than  average  level  of  R&D  funding,  adjusted  for  industry  size.  A  defi¬ 
nition  of  high-technology  industries  based  on  these  R&D-input  crite¬ 
ria  thus  include  industries  that  may  differ  in  market  structure,  labor 
composition  and  compensation,  type  of  product,  and  the  degree  of 
economies  of  scale.  High-technology  industries  thus  defined  may  also 
vary  substantially  in  rates  of  employment  and  output  growth.  One 
study  of  the  1976-80  period  found  that  some  high-technologfy  indus¬ 
tries  experienced  employment  growth  in  excess  of  75  percent,  while 
other  industries  contracted  their  work  force  by  50  percent.  Several 
industries  with  rising  levels  of  output  showed  slow  or  negative  em¬ 
ployment  growth. 

U.S.  TRADE  IN  HIGH-TECHNOLOGY  PRODUCTS 

Some  research  distinguishes  between  the  competitive  position  of 
U.S.  firms  and  that  of  the  United  States  as  a  geographic  location  for 
production.  Companies  that  become  multinational  in  their  operations 
reduce  to  some  extent  their  dependence  on  home-country  determi¬ 
nants  of  competitiveness.  If  home-country  production  becomes  more 
expensive  relative  to  foreigfn  production  because  of  rapid  inflation  at 
home,  because  the  exchange  value  of  the  home  country’s  currency 
has  risen,  or  because  labor  has  risen  in  price  or  decreased  in  efficien¬ 
cy,  the  multinational  firm  has  some  opportunity  to  shift  its  produc¬ 
tion  to  locations  in  other  countries. 

The  export  shares  of  all  U.S.  firms  and  U.S.-based  multinationals 
were  about  equal  in  1966  (about  17.5  percent  of  world  exports),  but 
the  multinationals  subsequently  maintained  their  share  while  that  of 
U.S.  firms  as  a  whole  declined  (to  14  percent  in  1984),  particularly 
during  the  early  1970s.  The  parent  firms  of  the  U.S.  multinationals 
did  not  escape  the  forces  that  led  to  the  fall  in  the  U.S.  export  share, 
but  they  fared  better — the  fall  in  the  parents’  share  was  less  than  that 
of  all  U.S.  firms.  The  success  of  exports  from  their  foreign  affiliates 
was  largely  responsible  for  maintaining  the  multinationals’  share  of 
world  exports. 

The  distribution  of  exports  among  industries  reveals  the  compara¬ 
tive  advantages  of  the  United  States  and  its  multinational  firms.  If  the 
multinationals’  share  of  exports  in  an  industry  exceeds  the  export 
share  of  all  U.S.  firms  in  that  industry,  U.S.  multinationals  are  re¬ 
garded  as  having  a  comparative  advantage  in  that  industry  relative  to 
the  United  States  as  a  country.  Among  the  major  industry  groups, 
the  multinationals  showed  such  comparative  advantages  in  chemicals. 
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electrical  machinery,  and  motor  vehicles.  Such  advantages  change 
with  the  exchange  rate  and  differences  in  productivity  growth  at 
home  and  abroad. 

Both  R&D  intensity  and  advertising  intensity  (i.e.,  marketing)  seem 
to  be  major  factors  in  the  comparative  advantage  of  U.S.  multination¬ 
als.  Many  studies  associate  R&D  intensity  with  the  comparative  ad¬ 
vantage  of  the  United  States  as  a  country,  and  the  same  R&D  intensi¬ 
ties  are  even  more  strongly  related  to  the  comparative  advantage  of 
U.S.  multinationals. 

The  United  States  is  relatively  less  export-oriented  than  other  in¬ 
dustrial  nations  within  the  Organization  for  Economic  Cooperation 
and  Development  (OECD).  It  has  a  large  domestic  market,  and  its 
shares  of  OECD  production  substantially  exceed  its  shares  of  OECD 
exports.  The  United  States  also  accounts  for  large  shares  of  OECD 
production  across  all  sectors,  even  in  those  for  which,  based  on  the 
structure  of  exports,  it  has  no  apparent  comparative  advantage. 

High-technology  goods  account  for  an  increasing  share  of  U.S. 
trade.  Between  1981  and  1987,  the  high-technology  share  of  U.S.  ex¬ 
ports  of  manufactures  rose  from  35  to  42  percent,  and  the  high-tech- 
nologfy  share  of  imports  increased  from  22  to  25  percent.  During  the 
1980s  the  combination  of  slower  growth  of  U.S.  exports  of  high-tech- 
nologfy  products  and  the  steady  increase  of  such  imports  led  to  a  dra¬ 
matic  decline  in  the  U.S.  high-technology  trade  surplus.  The  sectoral 
trade  balance  dropped  in  current  dollars  from  $26.6  billion  in  1981 
to  $3.6  billion  in  1985,  and  to  a  deficit  for  the  first  time  of  $2.6  bil¬ 
lion  in  1986.  In  1987  the  trade  balance  in  the  high-technology  prod¬ 
ucts  sector  became  positive  again  at  $0.6  billion.  Despite  this  decline, 
U.S.  trade  performance  in  high-technology  manufactures  has  been 
stronger  than  in  less  technology-intensive  products.  The  U.S.  trade 
balance  in  manufactures  that  are  not  high  technology  continued  to 
deteriorate,  going  from  an  $11.2  billion  deficit  in  1981  to  a  $138.3 
billion  deficit  in  1987  despite  the  recovery  in  exports  in  1986  and 
1987. 

The  product  groups  making  up  the  high-technology  sector  in  these 
trade  statistics  are  defined  at  the  three-digit  standard  industrial  classi¬ 
fication  level.  While  these  measures  use  a  definition  of  high-technolo¬ 
gy  goods  that  takes  into  account  use  of  R&D-intensive  inputs,  each 
group  contains  products  of  varying  levels  of  technological  sophistica¬ 
tion.  Thus,  a  declining  trade  balance  in  a  particular  product  group 
may  in  fact  reflect  an  increase  in  imports  of  the  less  sophisticated 
goods  in  the  product  gfroup,  rather  than  changes  in  the  most  techno¬ 
logically  advanced  products.  An  illustration  of  this  effect  is  the  large 
increase  in  U.S.  imports  of  telecommunications  products  following 
the  deregulation  of  the  telecommunications  industry  and  the  breakup 
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of  American  Telephone  and  Telegraph  on  January  1,  1984.  Far  East 
nations  other  than  Japan  accounted  for  almost  30  percent  of  U.S.  im¬ 
ports  of  telephone  and  telegraph  equipment  in  1986,  and  these 
countries  supply  mostly  low-cost,  low-technology  telephone  instru¬ 
ments. 

The  emergence  of  the  East  Asian  newly  industrializing  economies 
(NIEs)  as  major  suppliers  of  products  at  the  low-technology  end  of 
high-technology  product  groups  has  eroded  the  U.S.  surplus  in  high- 
technology  trade.  American  imports  of  high-technology  products 
from  the  East  Asian  NIEs  grew  faster  between  1980  and  1986  than 
overall  U.S.  imports  of  high-technology  products.  In  1986,  East  Asian 
NIEs  accounted  for  about  18  percent  of  U.S.  imports  of  these  prod¬ 
ucts,  making  these  countries  key  participants  in  U.S.  high-technology 
markets. 

The  semiconductor  market  illustrates  the  complexities  of  identify¬ 
ing  the  role  of  technology  in  U.S.  competitiveness.  Semiconductors 
are  diverse  products,  ranging  from  standardized  commodity  chips  to 
chips  custom-designed  for  specific  applications.  Technological  forces 
have  dictated  marketing  strategies  since  the  beginning  of  the  indus¬ 
try.  The  average  useful  life  of  many  of  these  products  is  short.  For 
example,  the  product  life  cycle  for  dynamic  random  access  memory 
(DRAM)  chips  has  been  about  3  years  since  the  early  1970s.  Another 
characteristic  of  the  semiconductor  industry  is  rapid  price  reductions. 

Several  factors  complicate  any  assessment  of  the  competitive  posi¬ 
tion  of  the  United  States  or  of  U.S.  firms  in  semiconductors.  Trade 
data  reflect  intracorporate  trade  in  both  imports  and  exports;  U.S. 
offshore  manufacturing,  primarily  in  Southeast  Asia,  generates  about 
one-half  of  U.S.  trade  in  semiconductors.  In  addition,  some  of  the 
largest  U.S.  producers  consume  their  output  internally,  and  reliable 
production  data  are  difficult  to  obtain  for  such  captive  producers.  In 
1978,  companies  headquartered  in  the  United  States  (excluding  cap¬ 
tives)  produced  55  percent  of  global  semiconductor  revenues;  in 
1986  they  produced  40  percent.  Shipments  from  U.S.-based  plants 
(including  captives)  held  steady  at  nearly  60  percent  of  global  semi¬ 
conductor  shipments  until  after  1982,  but  fell  to  52  jjercent  in  1985. 

Several  factors  explain  most  of  the  U.S.  semiconductor  industry’s 
losses  of  market  share  in  the  mid-1980s:  faster  growth  of  the  Japa¬ 
nese  home  market,  which  is  supplied  primarily  by  Japanese  firms;  ex- 
change-rate  movements;  and  worldwide  overcapacity  and  aggressive 
Japanese  pricing,  reflected  in  the  1986  U.S.  determinations  of  semi¬ 
conductor  dumping.  The  U.S.  market  share  has  eroded  in  products 
that  require  efficient  manufacturing  that  can  be  provided  by  state-of- 
the-art  process  technology.  The  erosion  is  most  extreme  in  the 
market  for  DRAMs,  which  demand  high  yields  of  good  chips  in  large 


quantities  for  economic  production.  By  contrast,  U.S.  companies’ 
market  share  has  held  up  better  where  product  design  and  customer 
relationships  are  primary  and  yields  and  price  secondary;  examples 
are  microprocessors  and  microcontrollers  and  application-speciflc  in¬ 
tegrated  circuits. 

POUCY  ISSUES  OF  THE  1980s  AND  BEYOND 

Over  the  past  20  or  so  years,  U.S.  policies  have  evolved  in  light  of 
a  growing  consensus  that  spending  on  science  and  technology  is  an 
investment  in  the  Nation’s  future.  Policymakers  in  the  1960s  and 
1970s  sought  to  use  S&T  to  meet  national  needs,  e.g.,  in  health, 
safety,  environmental  quality,  energy,  and  transportation,  and  to 
foster  continued  economic  growth.  Policy  debates  focused  on  the 
role  of  the  Federal  Government  in  meeting  these  needs,  the  role  of 
particular  sectors  such  as  small  business,  and  the  ability  to  use  Feder¬ 
al  Government  policies  to  speed  commercial  implementation  of  new 
technologies. 

There  has  been  broad  endorsement  of  Federal  support  for  basic 
research.  The  Ford  and  Carter  Administrations  both  adopted  the 
view  that  the  substantial  decline  in  Federal  support  of  basic  research 
since  the  late  1960s,  if  allowed  to  continue,  would  have  grave  conse¬ 
quences  for  the  United  States.  Both  Administrations  viewed  basic  re¬ 
search  as  a  long-run  national  investment,  and  both  backed  these 
views  with  real  gjrowth  in  Federal  basic  research  budgets.  The  current 
Administration  continued  providing  substantial  support  for  basic  re¬ 
search,  with  a  52  percent  increase  in  real  expenditures  between  fiscal 
years  1981  and  1989  in  the  civilian  agencies  and  48  percent  growth 
over  all  agencies.  The  Administration  reemphasized  the  importance 
of  basic  research  with  a  proposal  in  1987  to  double  the  budget  of  the 
National  Science  Foundation  (NSF)  over  5  years.  The  Congress  sup¬ 
ported  this  effort  and  increased  funding  for  NSF  by  10  percent  in 
fiscal  1989,  in  excess  of  the  2  percent  overall  increase  in  domestic 
discretionary  spending. 

Other  Federal  policies  in  the  1970s  focused  on  applied  research 
and  development  directed  at  specific  civilian  technolopes.  Experi¬ 
ence  with  many  Federal  Government  efforts  to  accelerate  the  devel¬ 
opment  of  civilian  technologies  were  expensive  and  unsuccessful  in 
producing  commercially  viable  processes  and  products  (particularly 
in  the  energy  sector  after  the  decline  in  oil  prices).  As  a  conse¬ 
quence,  the  major  civilian  S&T  policy  initiatives  of  this  Administra¬ 
tion  and  the  Congress  in  the  early  1980s  moved  away  from  direct 
Federal  intervention  at  the  later  stages  of  the  innovation  process.  In¬ 
stead,  the  policy  focus  has  been  on  stimulating  private  investments  in 
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R&D  through  increased  incentives  provided  by  taxes,  antitrust  ex¬ 
emptions,  and  strengthened  protection  for  intellectual  property 
rights.  In  addition,  the  Federal  Government  has  paid  increased  atten¬ 
tion  to  incentives  for  commercial  use  of  R&D  that  it  has  financed  for 
its  own  purposes. 

During  the  1980s  there  has  been  greater  awareness  of  the  interna¬ 
tional  scope  of  science  and  technology.  Some  policy  initiatives  have 
emphasized  strengthening  protection  of  intellectual  property  interna¬ 
tionally  and  the  need  for  international  research  cooperation.  During 
the  latter  half  of  the  1980s,  concerns  about  U.S.  comf>etitiveness 
have  also  revived  interest  in  direct  Federal  support  of  civilian  tech¬ 
nologies,  particularly  funding  for  industrial  R&D  cooperatives. 

Use  of  government  funds  to  support  particular  industries  or  tech¬ 
nologies  raises  questions  of  how  winners  and  losers  are  picked  and 
whether  R&D  investments  that  industry  is  unwilling  to  make  are  to 
be  encouraged.  Complicating  the  issue  is  the  fact  that  U.S.  taxpayers 
are  already  directly  funding  nearly  one-half  of  the  Nation’s  R&D. 

INCENTIVES  FOR  PRIVATE  INDUSTRY 

Recent  S&T  policy  initiatives  have  sought  to  strengthen  private  in¬ 
centives  to  invest  in  R&D  and  innovation,  recognizing  that  the  pri¬ 
vate  sector  is  ultimately  the  arena  in  which  research  results  must  be 
commercially  implemented. 

Taxes 

The  Economic  Recovery  Tax  Act  of  1981  included  a  temporary  25 
percent  tax  credit  for  incremental  spending  by  industry  on  qualified 
research  expenditures,  over  and  above  the  average  level  of  such 
spending  for  the  previous  3  years.  Some  early  studies  concluded  that 
this  tax  credit  did  not  have  a  strong  effect  on  R&D  spending.  They 
attributed  the  weak  effects  in  part  to  uncertainty  about  duration  of 
the  credit  and  to  the  low  effective  rate  of  incentive  (because  credits 
are  only  available  for  increased  spending  over  a  rolling  base  that 
changes  annually).  Small  business  proponents  have  also  pointed  out 
the  credit’s  limited  applicability  to  newly  established  firms  that  are 
just  beginning  to  fund  R&D.  The  credit  was  to  expire  in  1986,  but 
the  Tax  Reform  Act  of  1986  extended  it  at  a  reduced  rate  of  20  per¬ 
cent.  The  Congress  has  again  extended  the  credit  through  1989. 

Antitrust 

Policy  debates  in  earlier  years  weighed  incentives  for  innovation 
against  the  possibility  for  reduced  domestic  competition.  More  re¬ 
cently,  policymakers  have  analyzed  antitrust  and  competition  issues  in 
terms  of  global  markets,  and  th'ey  are  more  willing  to  permit  coop¬ 
eration  in  the  pre-production  stages  of  research  and  development. 
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Cooperative  research  among  firms  has  been  going  on  in  the  United 
States  on  a  limited  scale  for  many  years.  The  National  Cooperative 
Research  Act  of  1984  enables  firms  to  cooperate  on  research  in  the 
developmental  stages  before  product  sales  competition  occurs.  Under 
the  act,  industrial  research  consortia  can  register  their  formation  with 
the  Department  of  Justice  and  the  Federal  Trade  Commission,  there¬ 
by  avoiding  treble  damages  if  the  joint  venture  is  later  found  to  vio¬ 
late  antitrust  statutes.  Actions  under  joint  R&D  ventures  are  not 
deemed  to  be  per  se  violations  of  any  Federal  or  State  antitrust  laws, 
but  they  are  to  be  judged  on  a  rule-of-reason  basis.  More  than  100 
such  consortia  have  regfistered  since  the  law  was  enacted. 

Intellectual  Property 

The  Omnibus  Trade  and  Competitiveness  Act  of  1988  gives  hold¬ 
ers  of  U.S.  process  patents  gfreater  legal  rights  to  block  imports  or 
collect  damages  from  persons  who  import  into  the  United  States 
products  produced  overseas  using — without  permission — processes 
patented  in  this  country.  The  United  States  is  also  pursuing  im¬ 
proved  protection  of  intellectual  property  through  its  bilateral  sci¬ 
ence  and  technology  agreements,  bilateral  trade  agreements,  and, 
multilaterally,  in  the  Urugfuay  Round  of  negotiations  under  the  Gen¬ 
eral  Agreement  on  Tariffs  and  Trade.  Domestically,  the  Drug  Price 
Competition  and  Patent  Term  Restoration  Act  of  1984  extended  the 
length  of  patent  protection  for  pharmaceuticals  to  compensate  for 
regfulatory  delays  in  getting  them  to  market. 

New  technologies  sometimes  raise  questions  about  the  most  appro¬ 
priate  form  of  protection  for  their  underlying  ideas.  In  semiconduc¬ 
tor  designs,  the  matter  was  resolved  through  creation  of  special  copy- 
right-like  intellectual  property  protection  with  a  duration  of  10  years. 
Incentives  in  the  semiconductor  design  legislation  for  international 
reciprocity  in  such  protection  have  led  to  efforts  in  Japan,  the  Euro¬ 
pean  Community,  and  the  World  Intellectual  Property  Organization 
to  protect  semiconductor  designs  in  this  way. 

Federal  patent  and  copyright  protection  and  State  trade  secrecy 
laws  encourage  private  investment  in  R&D  and  in  commercializing 
new  technologies.  Nonetheless,  limits  to  such  protections  exist  that 
reflect  competing  social  objectives.  The  patent  system  guarantees  in¬ 
ventors  the  right  to  exclude  others  from  unauthorized  use  of  their 
inventions,  but  only  for  a  limited  time  (17  years  from  the  date  the 
patent  is  issued  in  the  United  States)  and  in  return  for  disclosure. 
Trade  secrecy  has  an  unlimited  duration  in  the  United  States,  but  the 
owner  must  safeguard  the  information  against  disclosure  and  is  vul¬ 
nerable  to  those  who  independently  think  of  the  same  idea  or  who 
obtain  it  by  legal  means,  such  as  reverse  engineering.  Copyright  pro¬ 
tection  extends  longer  (typically,  life  of  the  author  plus  50  years  in 
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the  United  States)  than  patent  protection,  but  it  covers  only  the  form 
of  expression,  not  the  underlying  concept.  Unlike  a  patent,  a  copy¬ 
right  is  no  protection  against  an  independently  developed  work. 

The  tradeoff  between  encouraging  creation  of  knowledge  through 
the  grant  of  exclusive  property  rights  and  permitting  early  and  wide¬ 
spread  use  of  knowledge  at  a  low  price  has  been  long  debated.  These 
tradeoffs  between  incentives  to  invest  and  losses  from  restricted  dis¬ 
semination  are  reflected  in  the  limited  duration  of  legal  protection 
given  to  intellectual  property.  Concern  that  firms  would  use  exclusive 
patent  rights  to  create  or  extend  product  monopolies  has  also  led  to 
restrictions  on  the  use  of  patents,  although  some  scholars  have 
warned  that  fears  of  monopoly  extension  have  led  to  unwarranted  re¬ 
strictions  on  the  legitimate  use  of  patents  to  capture  economic  re¬ 
turns  attributable  to  the  invention. 

Other  limitations  of  intellectual  property  protection  hinge  on  the 
subject  matter  to  be  protected.  For  example,  many  observers  view 
patent  protection  for  manufacturing  processes  as  more  difficult  to 
enforce  than  patents  for  products.  Process  innovations  are  often 
based  more  on  superior  integration  of  existing  elements  than  on  ele¬ 
ments  that  are  clearly  new,  and  they  may  not  meet  the  criteria  for 
patentability.  In  addition,  infringement  of  process  patents  is  often 
less  easy  to  detect  and  to  demonstrate  than  infringement  of  product 
patents. 

Studies  have  found  variations  in  the  importance  of  patent  protec¬ 
tion  to  firms  that  innovate;  patents  are  most  important  for  pharma¬ 
ceutical  and  chemical  companies.  The  ability  to  protect  intellectual 
property  is  not,  however,  unimportant  in  providing  a  competitive  ad¬ 
vantage  in  product  and  process  innovation.  Rather,  patents  are  not 
the  only  way  to  gain  this  advantage.  For  example,  a  recent  survey  of 
U.S.  firms  in  a  variety  of  industries  found  that  lead  time,  secrecy,  and 
moving  down  the  learning  curve  quickly  (so  costs  fall  as  cumulative 
output  and  production  experience  increase)  also  played  important 
roles  in  protecting  the  competitive  advantage  of  an  innovation.  From 
a  policy  perspective,  however,  government  cannot  readily  provide 
these  other  forms  of  advantage;  a  firm’s  learning,  secrecy,  and  pro¬ 
duction  experience  must  come  from  within. 

FEDERAL  FUNDS  FOR  RESEARCH  AND  DEVELOPMENT 

The  Federal  Government  and  the  private  sector  support  all  stages 
of  R&D,  as  shown  in  Chart  6-3.  Development  expenditures  take  the 
largest  share  of  each  sector’s  R&D  spending  and  basic  research  the 
smallest.  The  government’s  share  of  national  R&D  expenditures  has 
varied  between  46  and  66  percent,  depending  on  national  priorities 
and  the  role  of  Federal  R&D  in  meeting  them. 
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Chart  6-3 


Federal  and  Private  Funding  of  Research  and  Development 


Billions  of  1982  dollars 

110 

100 

- 

90 

_ 

/ 

/ 

80 

y 

- 

70 

- 

= 

60 

_ 

50 

Private  Basic  Research  / 

r  \  ' 

Private  Development 

40 

... 

Federal  Development 

30 

/  '\ 

^  /  \ 
y 

20 

Vr,. 

10 

1 

0 

1953  1956  1959  1962  1965  1968  1971  1974  1977  1980  1983  1986 


Note.— Private  irx:ludes  a  small  amount  of  State  and  local  government  funds. 

GNP  implicjt  price  deflator  used  to  deflate  expenditures. 
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Source:  National  Science  Foundation. 

The  level  of  Federal  R&D  funding  has  varied  substantially  as  prior¬ 
ities  changed.  As  shown  in  Chart  6-4,  Federal  obligations  for  R&D  in 
constant  dollars  declined  after  1967  and  only  recovered  their  earlier 
peak  in  1987.  This  slump  is  attributable  primarily  to  changes  in  the 
R&D  budgets  of  the  National  Aeronautics  and  Space  Administration 
(NASA)  and  the  Department  of  Defense  (DOD),  which  together  ac¬ 
counted  for  80  percent  of  Federal  R&D  funds  in  the  early  1960s.  The 
rapid  growth  in  Federal  R&D  began  in  the  late  1950s  following  the 
Soviet  Union’s  launch  of  Sputnik  in  1957.  High  levels  of  R&D  spend¬ 
ing  supported  NASA’s  successful  Apollo  program  to  land  a  man  on 
the  Moon  in  1969.  While  DOD  again  showed  large  R&D  funding 
growth  during  the  1980s  as  part  of  this  Administration’s  emphasis  on 
national  defense,  NASA’s  R&D  funding  has  not  regained  its  former 
levels.  The  Department  of  Health  and  Human  Services,  in  contrast, 
generally  showed  a  slow,  steady  growth  throughout  the  period.  The 
bulge  in  R&D  funding  for  the  Department  of  Energy  (and  its  prede¬ 
cessors)  during  the  latter  part  of  the  1970s  reflects  the  ill-advised  at- 
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tempt  to  seek  S&T  solutions  to  the  energy  crisis  and  the  later  efforts 
of  this  Administration  to  cut  back  expensive  demonstration  projects. 


Federal  Obligations  for  Research  and 
Development  by  Major  Agency 


Billions  of  1982  dollars 
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'Data  prior  to  1 979  are  lor  Department  of  Health,  Education,  and  Welfare. 

'Data  for  1955-73  and  1974-76  are  for  Atomic  Energy  Commission  and  Energy  Research  and 
Development  Administration,  respectively. 

Note. — Data  for  1987  and  1988  are  estimated. 

GNPIknplicit  price  deflator  used  to  calculate  1982  dollars. 

Source:  National  Science  Foundation. 


Although  not  apparent  in  agency  R&rD  totals,  the  recent  growth  in 
DOD’s  R&D  has  significantly  offset  the  increasing  emphasis  on  basic 
research  in  the  civilian  agencies.  Over  the  past  10  years  basic  re¬ 
search  in  the  civilian  agencies  has  grown  from  23  percent  of  their 
R&D  to  40  percent.  At  the  same  time,  however,  DOD’s  share  of  Fed¬ 
eral  R&D  increased  from  45  percent  to  67  percent,  and  DOD  spends 
both  a  smaller  and  a  declining  share  of  its  R&D  on  basic  research.  In 
1978  basic  research  accounted  for  4  percent  of  EKDD’s  R&D  budget; 
by  1988  its  share  had  fallen  to  2  percent.  As  a  result.  Federal  spend¬ 
ing  on  basic  research  remained  at  14  percent  of  total  Federal  R&D. 

Several  rationales  justify  Federal  support  of  R&D.  One  is  that 
direct  government  support  is  appropriate  where  incomplete  property 
rights  lead  the  private  sector  to  underinvest  in  R&D;  this  rationale  is 
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the  primary  economic  reason  for  Federal  support  of  basic  research. 
Another  is  that  the  pure  advancement  of  knowledge — with  or  without 
some  commercial  payoff — is  worthwhile  (this  rationale  is  perhaps  best 
applied  to  some  forms  of  space  exploration).  In  other  cases,  social 
objectives,  such  as  higher  levels  of  education,  are  furthered  by  fund¬ 
ing  for  faculty  and  student  R&D.  Still  another  rationale  for  Federal 
R&D  support  stems  from  the  need  of  the  government  to  use  the 
knowledge. 

Relatively  small  amounts  of  Federal  R&D  are  funded  under  the 
narrow  rationale  of  insufficient  private  investment  in  R&D.  Taking  all 
basic  research  as  a  proxy  for  that  R&D  where  the  private  sector  has 
inadequate  incentives  to  invest,  about  14  percent  of  Federal  R&D  is 
funded  on  the  basis  of  this  market-failure  rationale.  If  university  R&D 
is  the  proxy,  the  proportion  is  12  percent  of  Federal  R&D.  Instead, 
as  shown  in  Chart  6-4,  most  Federal  R&D  funds  go  to  meet  the 
needs  of  the  agencies  themselves.  The  agencies  were  created  to  re¬ 
spond  to  sp>ecific  social  needs,  in  such  areas  as  defense,  space,  and 
health,  where  private  actions  alone  would  not  be  sufficient.  They  rely 
on  R&D  to  help  them  meet  their  goals  or  to  provide  them  with  tech¬ 
nologically  advanced  products  where  they  are  the  dominant  purchas¬ 
er.  In  such  a  situation,  R&D  is  a  means  of  fulfilling  the  agencies’ 
roles  in  society;  support  of  R&D  is  not  an  end  in  itself. 

FEDERAL  TECHNOLOGY  TRANSFER 

Because  of  the  large  direct  Federal  role  in  R&D,  policy  officials 
have  recently  paid  particular  attention  to  incentives  for  the  transfer 
of  the  results  of  federally  sponsored  R&D  to  industry. 

Government  Patent  Policy 

Some  results  of  federally  funded  research  are  patentable,  and  gov¬ 
ernment  policy  on  ownership  and  use  of  these  patents  has  recently 
changed  to  offer  greater  incentives  for  their  commercialization.  The 
earlier  policy  of  many  agencies  was  to  patent  their  inventions  and  to 
provide  nonexclusive  licenses  to  encourage  wide  use  of  their  research 
results.  Agencies  found  little  demand  for  nonexclusive  licenses. 

Legislation  in  1980  permitted  contractors  engaged  in  federally 
funded  R&D  to  obtain  patent  title  when  they  are  small  businesses, 
universities,  or  nonprofit  institutions.  A  1983  Presidential  memoran¬ 
dum  extended  the  contractor  title  policy  to  firms  of  all  sizes  (unless 
contrary  to  law)  and  removed  a  previous  restriction  mandating  that  a 
Federal  agency  should  normally  retain  title  to  inventions  that  concern 
public  safety,  health,  or  welfare.  Amendments  to  the  patent  title  leg¬ 
islation  in  1984  extended  its  coverage  to  university  and  nonprofit  op¬ 
erators  of  government-owned,  contractor-operated  research  facilities 


and  in  1986  to  some  cases  of  government-owned,  government-oper¬ 
ated  facilities. 

A  policy  of  offering  contractors  exclusive  rights  to  patents  arising 
from  government-sponsored  R&D  is  likely  to  be  the  most  effective 
way  of  ensuring  that  research  results  will  be  brought  to  the  point  of 
private  commercial  use.  Indeed,  without  exclusive  rights,  private  en¬ 
trepreneurs  are  likely  to  shy  away.  The  post-patent  stages  of  the  in¬ 
novation  process  may  involve  substantial  investment  in  additional  re¬ 
search  that  may  not  be  patentable  or  easily  protected.  In  addition, 
contractors  may  have  used  their  proprietary  information  in  carrying 
out  R&D  for  the  government,  making  it  diflicult  or  impossible  for  an¬ 
other  firm  to  exploit  the  patent  without  using  that  information. 

The  1980  legislation  permitting  universities  to  own  patentable  in¬ 
ventions  flowing  from  federally  funded  research  appears  to  have 
stimulated  both  invention  and  university-industry  coopieration.  The 
number  of  university  patents  increased  from  230  in  1976  to  approxi¬ 
mately  900  in  1987,  of  which  universities  are  licensing  almost 
one-third  to  private  firms  for  development  and  potential  com¬ 
mercialization.  Universities  attribute  the  significant  increase  in 
business-sponsored  research  on  their  campuses  to  this  legislation. 
Some  observers  also  view  the  gjrowth  in  the  U.S.  biotechnology  in¬ 
dustry  as  largely  a  product  of  the  university-industry  cooperation 
made  possible  by  this  legislation. 

Cooperative  Research  Involving  Industry,  Federal  Laboratories,  and 
Universities 

Policymakers  also  recognized  the  importance  of  incentives  as  they 
tried  to  improve  the  linkages  between  researchers  in  government  lab¬ 
oratories  and  private  industry  by  allowing  laboratories  to  keep  a  por¬ 
tion  of  the  revenues  from  license  fees.  The  Technology  Innovation 
Act  of  1980  (the  Stevenson-Wydler  Act)  explicitly  promotes  civilian 
technological  innovation,  by  making  the  transfer  of  federally  owned 
technology  to  industry  and  to  State  and  local  governments  an  objec¬ 
tive  of  all  Federal  laboratories. 

The  Federal  Technology  Transfer  Act  of  1986  amended  the  Ste¬ 
venson-Wydler  Act  to  encourage  further  the  transfer  of  Federal  tech¬ 
nology  to  industry.  Federal  laboratories  could  perform  cooperative 
research  with  outside  parties,  as  long  as  such  research  was  consistent 
with  the  mission  of  the  laboratory,  and  permit  private  companies  to 
obtain  in  advance  rights  to  patent  technologfy  developed  under  the 
cooperative  agreements.  The  act  also  provided  that  laboratory  direc¬ 
tors  could  negotiate  licensing  agreements  arising  out  of  other,  non- 
cooperative  research  at  the  laboratory.  It  enabled  an  agency  to  retain 
any  royalties  resulting  from  commercialization  of  inventions  from  its 
laboratories,  and  it  directed  the  agency  to  share  those  royalties  with 
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the  individuals  responsible  for  the  invention  and  with  its  laboratories. 
Preliminary  indications  of  the  effect  of  these  two  laws  are  favorable. 
Inventions  reported  by  government  scientists  rose  significantly  in 
fiscal  1988  compared  with  fiscal  1987,  and  Federal  laboratories  have 
entered  into  almost  100  cooperative  research  agreements  with  private 
companies  under  the  Federal  Technology  Transfer  Act. 

The  Federal  Government  has  also  encouraged  new  institutional  ar¬ 
rangements  for  cooperative  research.  These  cooperative  arrange¬ 
ments  have  several  motivations  and  objectives,  including  cost-shar¬ 
ing,  reducing  the  barriers  to  commercialization  of  technology  devel¬ 
oped  in  universities  or  government  laboratories,  making  more  effec¬ 
tive  use  of  the  scarce  and  valuable  talent  and  facilities  of  government 
laboratories,  and  broadening  the  scope  of  firms’  exposure  to  external 
technical  advances.  As  an  example  of  the  new  institutional  arrange¬ 
ments,  in  1986  NSF  made  the  first  6  of  what  has  since  become  a  total 
of  18  awards  for  Engineering  Research  Centers  located  in  schools  of 
engfineering  that  also  have  support  from  private  industry.  Based  on 
strong  industry  and  university  interest,  NSF  has  developed  a  similar 
program  for  science  and  technology  centers  and  announced  the  first 
11  awards  in  December  1988. 

Some  critics  have  voiced  concerns  that  cooperative  research  involv¬ 
ing  industry  and  either  universities  or  government  laboratories  may 
divert  these  institutions  from  their  proper  social  objectives.  They  fear 
that  university  researchers  will  develop  an  excessively  near-term 
focus  and  neglect  longer  term  research,  or  that  government-funded 
laboratories  may  be  diverted  from  their  primary  goals  in  order  to  do 
research  on  commercially  profitable  products.  But  it  may  also  turn 
out  that  researchers  still  do  longer  term  research,  although  in  areas 
with  market  potential. 

A  basic  issue  raised  by  concerns  over  research  diversion  involves 
the  opportunity  cost  when  researchers  cooperate  with  industry.  That 
is,  if  researchers  are  diverted,  which  type  of  research  has  the  greater 
value  to  society?  Some  academic  research  driven  purely  by  the  inter¬ 
ests  of  the  scientist  leads  to  important  breakthroughs.  The  R&D 
process  does  not  move  in  a  single  direction,  however,  and  basic  re¬ 
search  is  not  the  only  source  of  ideas.  Important  feedbacks  occur 
throughout  the  R&D  process;  social  problems  and  technological  limi¬ 
tations  can  stimulate  major  fundamental  research.  The  heart  of  the 
issue  lies  in  identifying  the  effect  of  cooperative  research  on  the  com¬ 
position  and  quality  of  R&D.  Two  final  points  are  that  the  sponsor¬ 
ing  agency  must  ensure  that  government  funds  are  used  only  to  fur¬ 
ther  the  objectives  of  the  agency  and,  for  Federal  laboratories,  that 
technology  transfer  is  now  part  of  their  mission. 
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A  different  problem  arises  from  the  limitations  of  relying  on  re¬ 
searchers  alone  to  become  entrepreneurs  or  product  champions. 
They  may  not  have  the  skills  or  interest  in  turning  research  results 
into  commercial  products.  What  is  needed  is  industry  awareness  and 
anticipation,  while  the  research  is  being  planned,  of  how  the  results 
of  longer  term,  fundamental  research  could  lead  to  product  or  proc¬ 
ess  improvements.  Cooperative  research  across  sectors  can  increase 
this  awareness,  as  industry  identifies  areas  of  long-term  research  in 
which  it  will  invest. 

FEDERAL  SUPPORT  FOR  INDUSTRY 

Industry  now  receives  one-half  of  all  Federal  R&D  funds.  The  U.S. 
Government  has  longstanding  relationships  with  industry  in  space 
and  defense  to  meet  agency  goals.  Some  observers  cite  the  commer¬ 
cial  success  of  the  U.S.  aviation  industry  as  justification  for  Federal 
support  of  other  industries.  But  as  a  counter-example,  spillovers 
from  defense  research  into  the  civilian  sector  appear  to  have  fallen 
off  since  the  1950s.  The  underlying  question  is  whether  federally 
funded  R&D  in  industry  can  both  meet  government  needs  and  bene¬ 
fit  society  in  other  areas  as  well  through  its  use  in  commercial  prod¬ 
ucts  and  processes.  This  question  is  not  easily  resolved,  and  policy 
officials  are  still  examining  existing  government-industry  relation¬ 
ships  and  developing  new  ones  to  permit  broad  use  of  Federal  R&D 
results. 

Industrial  Base 

One  troublesome  facet  of  government-industry  cooperation  be¬ 
comes  evident  when  foreign  competition  threatens  a  U.S.  industry 
that  is  deemed  to  be  important  for  national  security.  This  competi¬ 
tion  may  result  from  unfair  trade  practices,  exchange-rate  changes, 
cost  of  capital,  or  superior  foreign  products  or  production  capabili¬ 
ties.  In  recent  years  two  examples  have  arisen  of  Federal  R&D  direct¬ 
ed  at  improved  manufacturing  capabilities  for  strategically  important 
U.S.  industries — machine  tools  and  semiconductors.  In  both  cases 
foreign  competitors  undercut  the  competitive  position  of  U.S.  firms, 
and  the  industries  petitioned  the  U.S.  Government  for  relief.  Both  in¬ 
dustries  directly  or  indirectly  raised  national  security  arguments  to 
support  the  need  for  continued  domestic  production.  In  both  cases 
the  government  granted  some  import  relief  and  supplemented  it  with 
support,  through  DOD,  for  research  to  improve  the  manufacturing 
capabilities  of  the  industry. 

The  National  Genter  for  Manufacturing  Sciences  (NGMS),  estab¬ 
lished  in  1986,  is  an  R&D  consortium  focusing  on  manufacturing 
technologies  of  all  types.  Although  U.S.  manufacturers  of  machine 
tools  are  involved,  membership  is  much  broader,  including  the  users 
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of  manufacturing  technologies  in  the  automotive,  defense,  and  con¬ 
sumer  products  industries  and  suppliers  to  the  machine  tool  industry. 
The  NCMS  contracts  out  its  research  to  industry,  academia,  and 
government.  The  NCMS  receives  about  $5  million  a  year  from  DOD 
and  plans  for  $45  million  a  year  from  private  sources. 

SEMATECH  (semiconductor  manufacturing  technologfy  initiative) 
is  a  newly  established  consortium  of  U.S.  semiconductor  producers, 
equipment  suppliers,  and  users.  SEMATECH  is  developing  the  next 
generation  of  process  technolog^y  for  the  production  of  semiconduc¬ 
tors,  where  U.S.  firms  have  lost  market  share  to  Japan  (especially  in 
DRAMs)  and  for  which  efficient  production  processes  are  critical  for 
commercial  success.  SEMATECH  is  partially  supported  with  Federal 
funds,  with  DOD  authorized  to  provide  $100  million  of  support  in 
fiscal  1989. 

The  existence  of  NCMS  and  SEMATECH  raises  fundamental  ques¬ 
tions  about  DOD’s  role  in  supporting  civilian  commercial  technol- 
ogfies.  The  Department  clearly  needs  semiconductors  and  advanced 
machine  tools  and,  in  special  circumstances,  may  not  want  to  rely  on 
foreign  suppliers.  But  DOD’s  demand  for  these  products  is  only  a 
small  portion  of  the  total  market,  and  DOD  alone  does  not  need  and 
cannot  support  a  large  domestic  production  base.  Requiring  DOD  to 
provide  R&D  support  for  an  industrial  base  larger  than  it  needs, 
however,  diverts  its  resources  from  military  technologies  that  the  pri¬ 
vate  sector  would  never  fund  on  its  own. 

Cooperative  Research  and  Development 

Cooperative  research  among  competing  firms  is  an  organizational 
form  of  research  that  some  argue  deserves  special  Federal  support. 
Many  firms  benefit  from  cooperative  research  on  generic  projects, 
the  argument  states,  that  individual  firms  lack  incentives  to  finance 
themselves.  Yet  the  fact  that  firms  share  the  costs  reduces  the  need 
for  government  support.  The  argument  is  most  convincing  where 
members  of  the  cooperative  cannot  readily  appropriate  research  re¬ 
sults,  so  that  they  lack  sufficient  incentives  to  invest.  For  example,  in¬ 
centives  to  invest  could  be  inadequate  if  intellectual  property  protec¬ 
tion  is  incomplete,  if  the  results  cannot  be  kept  secret,  and  if  partici¬ 
pants  will  not  gain  lead  time. 

Cooperative  R&D  is  an  obvious  way  for  companies  to  overcome 
the  limitations  of  R&D  budgets.  It  can  eliminate  purely  duplicative 
research  of  individual  companies  and  free  up  resources  for  additional 
research.  It  can  marshal  more  researchers  and  equipment  to  work  on 
a  problem.  Cooperative  R&D  can  also  pursue  several  possible  solu¬ 
tions  simultaneously,  thereby  reducing  the  risk  of  finding  no  feasible 
solution  at  all. 
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Formal  modes  of  cooperation  are  cumbersome  to  arrange,  difficult 
to  administer,  and  often  only  modestly  successful.  Competitors  often 
bring  different  R&D  capabilities  and  knowledge  to  a  proposed  coop¬ 
erative  R&D  effort.  If  participants  pool  personnel  and  knowledge, 
those  with  the  better  staff  and  equipment  are  often  reluctant  to  join. 
The  participants’  ability  to  exploit  the  fruits  of  cooperative  R&D 
projects  often  differs,  which  makes  the  selection  of  appropriate 
projects  and  the  optimal  sharing  of  R&D  costs  touchy  subjects. 

Competitors  can  address  these  problems  in  several  ways.  The 
Microelectronics  and  Computer  Technology  Corporation  (MCC),  a 
private  R&D  cooperative  established  in  1982  without  government 
subsidy,  serves  as  an  example.  The  corporation  performs  advanced 
long-term  R&D  in  microelectronics  and  computer  development;  it 
does  not  develop  products  or  processes.  Members  do  not  pool  pro¬ 
prietary  research  and  face  no  restrictions  on  their  own  individual  re¬ 
search.  The  private  sector  financing  and  governance  provide  market 
checks  against  MCC  becoming  irrelevant  to  industry  needs  and  ineffi¬ 
cient  in  its  management. 

Members  of  MCC  have  adopted  a  simple  rule  for  assigning  R&D 
costs:  initial  participants  in  a  progp-am  pay  an  equal  share;  later 
participants  may  pay  a  larger  amount.  Because  of  the  difficulty  of 
predicting  how  beneficial  some  technology  will  be  to  a  particular 
member,  participants  make  an  additional  payment  for  a  license  to  use 
a  technology  coming  out  of  their  program,  and  they  share  in  the  roy¬ 
alties.  Participants  also  receive  a  3-year  head  start  in  access  to  tech¬ 
nologies  before  those  technologies  are  opened  to  other  MCC  share¬ 
holders. 

Alternative  cooperative  approaches  involve  either  formal  technolo¬ 
gy  licensing  or  informal  know-how  trading  after  the  research  is  com¬ 
pleted.  Know-how  trading  takes  place  when  scientific  and  technical 
personnel  obtain  information  from  colleagues  at  other  firms,  possibly 
competitors,  and  provide  other  information  in  turn,  possibly  at  a  dif¬ 
ferent  time.  The  technical  participants  judge  the  quality  of  informa¬ 
tion  given  and  received  and,  over  time,  ensure  that  exchanges  are  of 
comparable  value.  This  phenomenon  partially  explains  the  rapid 
leakage  of  technology  out  of  innovating  Arms,  and  also  explains  the 
incentives  for  firms  to  fund  R&D  despite  the  leakage — they  get  know¬ 
how  in  return. 

Given  the  many  ways  in  which  industry  generates  and  shares 
knowledge  without  government  support,  proposals  for  Federal  sup¬ 
port  of  cooperative  industry  research  should  identify  the  circum¬ 
stances  that  make  purely  private  solutions  infeasible  and  the  extent 
to  which  the  social  benefits  of  government  support  exceed  the  public 
costs.  Government  funding  certainly  makes  a  consortium  more  attrac- 
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live  to  industrial  participants  if  the  money  comes  with  few  strings  at¬ 
tached.  However,  government  funding  raises  such  issues  as  which 
firms  are  eligible  for  membership  in  the  consortium,  under  what  con¬ 
ditions  nonmembers  can  obtain  access  to  the  R&D  results,  when  for¬ 
eign  members  are  eligible  for  membership,  and  how  scarce  govern¬ 
ment  resources  should  be  allocated  among  various  consortia. 

Perhaps  a  more  useful  and  appropriate  government  role  than  fund¬ 
ing  would  be  to  gather  information  on  successful  organizational  and 
contractual  solutions  to  the  typical  problems  in  cooperative  industry 
R&D.  And,  where  industrial  R&D  consortia  operate  in  areas  where 
the  Federal  Government  supports  R&D,  these  consortia  should  be  el¬ 
igible  to  compete  for  R&D  support  on  equal  terms  with  other  re¬ 
search  institutions. 

POTENTIAL  POUCY  PROBLEMS 

Some  emerging  issues  pose  potential  problems  for  the  continued 
success  of  the  American  S&T  enterprise;  among  them  are  the  politici¬ 
zation  of  the  allocation  of  Federal  R&D  funds,  the  deg^ree  to  which 
the  country  benefits  from  government  R&D  spending,  and  the  ade¬ 
quacy  of  the  supply  of  scientists  and  engineers  to  meet  the  needs  of 
the  U.S.  economy. 

Political  Pressures  in  Research  Funding 

Decisions  on  R&D  funding  are  increasingly  subject  to  political 
pressures.  These  pressures  are  brought  to  bear  by  industries  that  do 
not  receive  Federal  R&D  funds  at  the  level  or  in  the  form  they  want, 
by  research  organizations  that  do  not  obtain  their  “share”  or  do  not 
receive  funds  for  the  specific  purposes  they  want  (e.g.,  facilities),  and 
by  regions  that  want  the  resources  associated  with  Federal  R&D. 

The  location  in  which  R&D  is  carried  out  is  not  a  new  concern  for 
science  policymakers.  For  example,  the  geographic  distribution  of 
National  Science  Foundation  g^nts  was  an  issue  in  the  Congress 
before  the  organization  was  established.  However,  Federal  research 
funds  are  increasingly  earmarked  for  particular  institutions  in  the 
budget  and  appropriations  process,  rather  than  allocated  by  agency 
decisions.  One  estimate  showed  that  earmarked  science  projects  had 
increased  from  19  in  the  1979-80  sessions  of  the  Congress  to  121  in 
the  1985-86  sessions,  with  recipient  institutions  rising  from  12  to  60. 

Such  political  intervention  is  not  surprising;  locations  in  which  re¬ 
search  is  conducted  gain  from  Federal  funds  regardless  of  any  poten¬ 
tial  commercial  benefits  that  may  result  from  the  research.  Earmark¬ 
ing  appears  to  benefit  institutions  that  have  difficulty  obtaining  Fed¬ 
eral  funds.  One  study  found  that  the  top  20  universities  (in  terms  of 
Federal  R&D  support),  which  got  41  percent  of  total  research  funds, 
received  only  1.3  percent  of  earmarked  funds  in  1986.  Universities 
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ranked  below  the  top  100  received  14  percent  of  the  total  R&D  funds 
but  71  percent  of  earmarked  funds,  suggesting  that  research  institu¬ 
tions  lobby  for  earmarked  Federal  research  funds  that  they  could  not 
obtain  otherwise. 

The  pK>tential  problem  is  that  political  earmarking  will  waste  R&D 
resources.  Once  the  evaluation  criteria  have  been  established,  re¬ 
searchers  should  compete  on  merit — not  their  lobbying  skills. 

Access  to  U.S.  Science  and  Technology 

Concerns  for  both  national  security  and  economic  competitiveness 
have  generated  interest  in  setting  appropriate  conditions  for  foreign 
access  to  American  S&T.  On  the  competitiveness  side,  the  primary 
consideration  is  to  ensure  that  the  Nation  benefits  from  its  R&D  in¬ 
vestments,  particularly  those  publicly  funded. 

Both  this  Administration  and  the  Congress  have  sought  to  balance 
international  S&T  relationships  through  measures  that  ensure  com¬ 
parable  access  to  government-sponsored  or  government-supported 
R&D  programs  and  facilities.  All  nations  should  eliminate  R&D  ar¬ 
rangements  that  discriminate  against  researchers  based  only  on  their 
nationality.  Comparable  access  across  all  countries  will  not  suffice  to 
ensure  that  research  opportunities  afforded  by  such  access  will  be 
used,  however.  The  degree  of  use  of  foreign  research  opportunities 
depends  on  individual  perceptions  of  research-facility  quality,  the  ex¬ 
istence  of  language  barriers,  the  costs  of  carrying  out  research 
abroad,  and  the  individual  researcher’s  expertise.  Several  U.S.  Gov¬ 
ernment  agencies  are  taking  steps  to  increase  American  use  of  worth¬ 
while  foreigpi  research  op|K)rtunities.  These  agencies  plan  to  monitor 
and  provide  information  on  research  opportunities  abroad,  fund 
more  international  research,  and  provide  scientists  with  foreign  lan¬ 
guage  training.  These  measures  will  benefit  the  United  States  as 
American  researchers  take  greater  advantage  of  the  increasingly 
strong  S&T  capabilities  of  other  nations.  As  in  trade,  solutions  to  a 
perceived  lack  of  reciprocity  or  imbalance  should  end  up  helping  in¬ 
stead  of  harming  the  United  States. 

Policies  to  ensure  that  the  United  States  benefits  from  its  govem- 
ment-sup|K)rted  R&D  investments  have  to  take  into  account  the 
op>enness  of  much  of  the  U.S.  research  system.  Academic  research  is 
traditionally  published,  and  draft  material  circulates  in  informal  re¬ 
search  networks.  Cooperation  among  nationals  of  different  coun¬ 
tries — formal  or  informal,  in  U.S.  laboratories  or  abroad — can  im¬ 
prove  the  productivity  and  quality  of  the  research.  Such  cooperation 
benefits  all  participants.  At  times,  however,  participants  may  be  able 
to  appropriate  the  research  results,  e.g.,  through  patents,  and  put 
them  into  commercial  use.  The  U.S.  Government  now  includes  intel- 
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lectual  property  protection  provisions  in  its  international  S&T  agree¬ 
ments  to  g^ard  against  this  eventuality. 

Strong  domestic  research  cannot  ensure  that  the  United  States  will 
remain  the  location  of  production  for  goods  derived  from  that  re¬ 
search.  Once  the  country  has  made  an  R&D  investment,  it  is  in  soci¬ 
ety’s  interest  to  allow  that  knowledge  to  be  incorporated  into  prod¬ 
ucts,  wherever  they  are  produced.  The  best  way  to  ensure  that  U.S. 
firms  and  the  American  public  benefit  from  this  R&D  is  to  gfive  firms 
a  policy  environment  conducive  to  innovation. 

New  Scientists  and  Engineers 

Recent  demographic  trends  have  raised  doubts  about  the  adequacy 
of  the  future  U.S.  science  and  engineering  work  force.  The  size  of 
the  16-  to  18-year-old  population  of  the  United  States  peaked  in  the 
mid-1970s,  and  it  is  expected  to  continue  to  decline  until  the  mid- 
1990s.  Each  successive  college-age  cohort  contains  a  larger  propor¬ 
tion  of  ethnic  and  racial  minorities,  which  historically  have  been 
poorly  represented  in  science  and  engfineering.  By  the  year  2000, 
more  than  25  percent  of  the  college-age  population  will  be  black  or 
Hispanic.  The  math  and  science  performance  of  U.S.  students  at  he 
precollege  level  is  relatively  poor,  whether  that  performance  is  meas¬ 
ured  against  other  countries  or  within  the  United  States  over  time; 
this  showing  is  a  matter  of  concern.  These  trends  taken  together 
could  impose  restraints  on  the  supply  of  newly  trained  scientists  and 
engineers  unless  educational  and  employment  patterns  change. 

The  downturn  predicted  for  the  number  of  bachelor  degrees  in  sci¬ 
ence  and  engfineering  based  on  past  participation  rates  has  not  yet 
come  about.  The  United  States  is  already  halfway  through  its  demo¬ 
graphic  decline  in  the  college-age  population,  and  the  number  of  col¬ 
lege  graduates  with  first  degrees  in  the  natural  sciences  and  engi¬ 
neering  (excluding  social  and  behavioral  sciences)  has  continued  to 
increase.  Much  of  this  continued  production  of  bachelor  degrees  in 
science  and  engineering  is  attributable  to  the  increased  participation 
of  females  and  increased  enrollments  in  computer  sciences. 

Foreign  students  play  a  large  role  in  U.S.  graduate  education,  al¬ 
though  at  the  underg^duate  level  they  account  for  less  than  4  per¬ 
cent  of  the  degrees  in  sdence  and  engineering.  In  1987,  foreign  stu¬ 
dents  received  30  percent  of  U.S.  doctorate  degrees  in  science  and 
engineering,  up  from  21  percent  in  1978.  Within  engineering,  for¬ 
eign  students  received  the  majority  of  U.S.  doctorates  in  1981,  and 
by  1987  their  share  reached  55  percent.  Two-thirds  of  these  foreigfn 
engineering  students  are  from  Asia.  Students  from  Taiwan,  South 
Korea,  and  India  accounted  for  44  percent  of  the  foreign  engineering 
doctorates  in  1987,  illustrating  the  importance  of  American  institu¬ 
tions  in  training  scientists  and  engineers  from  developing  countries. 
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The  U.S.  higher  education  system  has  become  a  major  producer  of 
international  human  capital. 

Ability  to  meet  the  longer  term  needs  of  the  U.S.  economy  for  sci¬ 
entists  and  engineers  will  depend  on  the  basic  factors  that  affect  their 
supply.  One  factor  is  pay  for  scientists  and  engineers  at  different 
degree  levels  and  compared  with  job  opportunities  in  nonscience 
fields.  Another  factor  is  the  flow  of  undergraduates,  which  depends 
on  a  supply  of  qualified  high  school  graduates.  Longer  term  enlarge¬ 
ment  of  the  base  of  potential  scientists  and  engineers  also  depends 
on  the  recruitment  of  women  and  minorities  into  these  fields. 

CONCLUSION 

Because  the  1980s  have  seen  strengthened  incentives  for  the  pri¬ 
vate  sector  to  put  the  results  of  R&D  into  commercial  use,  major 
changes  in  the  role  of  the  Federal  Government  do  not  appear  to  be 
needed.  Nonetheless,  the  United  States  needs  to  improve  its  under¬ 
standing  of  the  factors — institutional  relationships  as  well  as  incen¬ 
tives — that  determine  how  effectively  the  S&T  system  works.  The 
Nation  needs  to  ensure  that  efforts  to  benefit  particular  groups  do 
not  hinder  the  efficient  deployment  of  S&T  resources.  In  this  way, 
the  United  States  can  continue  to  stimulate  its  scientific  and  techno¬ 
logical  genius,  which  for  so  long  has  benefited  both  the  Nation  and 
the  world. 
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CHAPTER  7 


The  U.S.  Economy  in  the  1980s  and 
Beyond 

WHEN  THE  PRESIDENT  TOOK  OFFICE  in  January  1981,  the 
condition  of  the  U.S.  economy  was  bleak.  Sixteen  years  of  inappro¬ 
priate  monetary  and  fiscal  policies  and  two  oil  price  shocks  had  left 
the  economy  in  the  gn^ps  of  stagflation.  Inflation  and  unemployment 
rates  had  followed  rising  trends  between  1965  and  1981.  For  exam¬ 
ple,  at  the  expansion  peak  in  the  fourth  quarter  of  1969,  the  unem¬ 
ployment  rate  was  3.5  percent  and  the  inflation  rate  was  5.1  percent. 
By  the  third  quarter  of  1981,  another  expansion  peak,  the  unemploy¬ 
ment  rate  had  climbed  to  9.2  percent  and  the  inflation  rate  had  risen 
to  9.4  percent.  At  the  same  time,  the  trends  in  real  output  and  pro¬ 
ductivity  gfrowth  had  faltered.  Between  the  expansion  peaks  of  the 
second  quarter  of  1953  and  the  fourth  quarter  of  1969,  real  gross 
national  product  (GNP)  and  manufacturing  productivity  growth  aver¬ 
aged  3.2  percent  and  2.3  percent  per  year,  respectively.  Between  the 
fourth  quarter  of  1969  and  the  third  quarter  of  1981,  GNP  and  man¬ 
ufacturing  productivity  growth  averaged  2.6  percent  and  2.2  percent 
per  year,  respectively,  while  between  the  fourth  quarter  of  1973  and 
the  third  quarter  of  1981,  GNP  and  manufacturing  productivity 
growth  averaged  only  2.2  percent  and  1.5  percent,  respectively. 

As  the  President  leaves  office  in  January  1989,  the  economy  is  in 
its  seventh  year  of  expansion.  This  is  the  longest  peacetime  expan¬ 
sion  in  recorded  U.S.  history  and  one  marked  with  notable  achieve¬ 
ments.  Real  output  has  grown  4.2  percent  per  year  on  average  be¬ 
tween  the  fourth  quarter  of  1982,  and  the  third  quarter  of  1988. 
Nonfarm  employment  has  increased  by  almost  19  million  jobs 
through  November  1988.  The  inflation  rate  has  fallen  from  double 
digits  and  has  averaged  about  3.3  percent  in  the  past  5  years.  Manu¬ 
facturing  productivity  has  increased  at  an  average  annual  rate  of  4.4 
percent,  almost  three  times  as  fast  as  its  average  gfrowth  between  the 
fourth  quarter  of  1973  and  the  third  quarter  of  1981. 

Economic  performance  in  1988  surpassed  the  expectations  of  many 
forecasters,  who  first  expected  the  October  1987  stock  market  crash 
and  an  apparently  large  inventory  overhang  to  dampen  growth,  and 
who  later  predicted  rising  inflation.  Real  output  grew  an  average  2.9 
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percent  during  the  first  three  quarters  of  the  year,  inflation  was  only 
3.9  percent,  and  the  unemployment  rate  fell  to  5.3  percent,  among 
the  lowest  in  14  years.  Moreover,  the  composition  of  real  output 
moved  into  better  balance,  with  business  fixed  investment  and  ex¬ 
ports  both  posting  impressive  gains. 

The  prosperity  of  the  past  6  years  is  in  no  small  measure  attributa¬ 
ble  to  the  economic  policies  fostered  and  implemented  by  this  Ad¬ 
ministration.  Tax  reform  has  improved  the  incentives  to  produce, 
save,  and  invest.  Slower  growth  of  Federal  spending  has  freed  re¬ 
sources  for  the  private  economy.  Prudent  monetary  policy  has  low¬ 
ered  and  stabilized  the  rate  of  inflation.  As  long  as  policymakers 
maintain  open  and  flexible  markets,  enhance  economic  stability  by 
avoiding  short-run  stabilization  policies  and  higher  tax  and  inflation 
rates,  rein  in  Federal  spending,  and  avoid  protectionism,  the  econo¬ 
my  can  continue  to  demonstrate  good  economic  performance  in  the 
years  ahead.  With  this  proviso,  the  economic  outlook  for  the  United 
States  is  bright. 

THE  LOWERING  OF  INFLATION  IN  1981  AND  1982 

A  cornerstone  of  this  Administration’s  economic  policy  has  been  a 
reduction  in  the  rate  of  inflation.  Given  the  poor  economic  perform¬ 
ance  of  the  1970s,  the  Administration  believed  that  strong  and  dura¬ 
ble  gains  in  living  standards  could  not  be  achieved  unless  inflation 
was  stable,  and  ultimately  zero.  The  Administration  encouraged  and 
supported  Federal  Reserve  efforts  to  reduce  the  gfrowth  of  money  in 
order  to  achieve  a  lower  inflation  rate.  This  policy  support  built 
public  credibility  in  the  Federal  Reserve’s  disinflation  policy. 

Monetary  policy  actions  between  1965  and  1980  had  shattered  the 
Federal  Reserve’s  credibility  as  an  inflation  fighter.  On  average,  the 
money  supply  grew  more  rapidly  than  the  rate  consistent  with  low  in¬ 
flation.  For  example,  M2  grew  at  an  annual  average  rate  of  nearly  9 
percent  between  1965  and  1980.  Given  that  the  velocity  of  M2,  which 
is  defined  as  the  ratio  of  nominal  GNP  to  M2,  has  exhibited  no  secu¬ 
lar  trend  during  the  postwar  period,  inflation  would  not  have  surged 
during  the  late  1960s  and  the  1970s  if  M2  growth  had  stayed  closer 
to  the  3  percent  trend  gfrowth  of  real  GNP.  Compounding  the  infla¬ 
tionary  effects  of  fast  money  growth  during  the  second  half  of  the 
1970s  was  an  increase  in  the  average  gfrowth  rate  of  the  velocity  of 
M2  as  nominal  interest  rates  rose  in  response  to  continued  inflation. 
Thus,  a  given  money  growth  rate  was  translated  into  even  faster  in¬ 
flation. 

Not  only  was  average  money  gfrowth  excessive  between  1965  and 
1980,  but  it  was  also  highly  variable  (Chart  7-1).  Large  changes  in 
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money  growth  whipsawed  the  economy  alternately  into  boom  and 
bust  periods.  During  1967,  1971,  and  1975,  the  growth  rate  of  M2 
approximately  doubled  from  the  previous  year,  while  during  1966, 
1969,  1973,  and  1976-78,  M2  growth  reversed  course,  falling  by 
about  one-third  to  one-half  of  its  previous  value. 

Chart  7-1  .  .  ^  ^ 

Actual  and  Target  M2  Growth 

Percent  change,  fourth  quarter  over  fourth  quarter 


Note.— Target  ranges  set  for  1975  to  1989  only. 

Source:  Board  of  Governors  of  the  Federal  Reserve  System. 


Excessive  and  highly  variable  money  gfrowth  clouded  the  public’s 
understanding  of  the  intentions  of  the  Federal  Reserve.  Since  1975 
the  Federal  Reserve  has  announced  annual  growth  targets  for  most 
of  the  monetary  aggregates.  The  Federal  Reserve  designs  the  target 
ranges  to  be  consistent  with  its  ultimate  policy  objectives  of  achieving 
price  stability  in  an  environment  of  sustainable  real  output  growth.  In 
recent  years  the  Federal  Reserve  has  also  announced  its  exp>ectations 
of  real  output  growth,  inflation,  and  the  unemployment  rate  for  the 
coming  or  current  year.  These  growth  targets  and  exp)ectations  of 
economic  activity,  along  with  policy  announcements  of  foreigfn  gov¬ 
ernments,  set  the  pattern  of  expectations  affecting,  for  example,  in¬ 
terest  rates,  exchange  rates,  and  other  prices.  During  the  second  half 
of  the  1970s  the  Federal  Reserve’s  policy  objectives  were  to  moder- 
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ate  real  output  growth  and  reduce  the  rate  of  inflation,  as  evidenced 
by  a  gradual  lowering  of  the  target  ranges  during  this  period.  Yet  the 
Federal  Reserve  consistently  allowed  the  monetary  aggregates  to  in¬ 
crease  faster  than  their  maximum  targeted  growth  rates.  As  the  rate 
of  inflation  steadily  rose  in  the  late  1970s  the  credibility  of  the  Feder¬ 
al  Reserve’s  announced  disinflation  policy  was  severely  eroded. 

This  loss  of  credibility  was  potentially  important.  Because  the 
public  did  not  believe  that  the  Federal  Reserve  was  serious  about 
controlling  inflation,  it  did  not  alter  its  behavior  to  be  consistent  witfi 
a  lower  rate  of  inflation;  public  expectations  of  continued  rapid  infla¬ 
tion  were  reflected  in  wage  and  loan  contracts,  spending  habits,  and 
asset  prices.  These  expectations  raised  the  probability  that  the  output 
loss  and  unemployment  from  a  disinflationary  policy  would  be  great¬ 
er  than  from  a  credible  policy. 

The  Federal  Reserve  demonstrated  its  determination  to  reduce  in¬ 
flation  in  1981.  Although  the  gp-owth  rate  of  M2  changed  little  from 
1980,  the  growth  rate  of  the  narrow  aggregate  Ml  was  reduced  from 
7.5  percent  between  the  fourth  quarter  of  1979  and  the  fourth  quar¬ 
ter  of  1980  to  5.2  percent  over  the  four  quarters  of  1981.  At  the 
same  time,  the  Federal  funds  rate  rose  from  a  then  recent  low  of 
about  9  percent  in  July  1980  to  more  than  19  percent  in  June  1981. 

The  effect  of  this  monetary  tightening  on  the  rate  of  inflation  was 
dramatic,  coming  as  it  did  after  the  brief  1980-81  recovery  and  rein¬ 
forced  by  the  largest  decline  in  velocity  of  the  postwar  period.  From 
a  peak  of  12.1  percent  in  the  fourth  quarter  of  1980,  the  rate  of  infla¬ 
tion  fell  to  3.6  percent  in  the  fourth  quarter  of  1982.  Although  the 
1981-82  recession  is  often  called  the  most  severe  in  50  years,  its 
effect  on  the  real  economy  was  less  than  that  of  the  1973-75  reces¬ 
sion.  Real  GNP  fell  3.2  percent  between  the  expansion  peak  in  the 
third  quarter  of  1981  and  the  recession  trough  in  the  fourth  quarter 
of  1982,  compared  with  a  total  decline  of  4.3  percent  during  the 
1973-75  recession;  the  unemployment  rate  rose  3.2  percentage 
points  over  the  same  period,  slightly  less  than  its  3.4  percentage 
points  rise  during  the  1973-75  recession.  The  output  and  employ¬ 
ment  losses  during  the  1981-82  recession  were  the  price  paid  for  the 
failure  to  correct  the  inflationary  excesses  of  the  previous  15  years, 
and  are  properly  viewed  as  the  downpayment  for  the  current  expan¬ 
sion. 


THE  EXPANSION  IN  PERSPECTIVE 

An  important  legacy  of  this  Administration  is  the  refocusing  of 
economic  policy.  The  Administration  deemphasized  short-run  stabili¬ 
zation  policies;  worked  to  provide  a  stable  policy  environment  with 
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market-based  incentives  for  productive  behavior,  including  low  infla¬ 
tion;  and  attempted  to  extricate  private  markets  from  burdensome 
reg^ulations.  The  strength  and  durability  of  the  current  expansion 
bear  testimony  to  the  soundness  of  these  policies.  In  December  1988 
the  current  economic  expansion  entered  its  seventh  year,  making  it 
the  longest  peacetime  expansion  and  the  third  longest  on  record. 
Most  impressively,  the  inflation  rate  has  not  risen  during  this  expan¬ 
sion,  but  has  remained  in  the  neighborhood  of  3  to  4  percent. 
Indeed,  this  President  is  the  first  President  in  36  years  to  leave  office 
with  both  a  lower  inflation  rate  and  a  lower  unemployment  rate  than 
when  he  assumed  office. 

The  performance  of  the  economy  during  the  current  expansion 
can  be  evaluated  in  several  ways.  One  is  to  compare  the  performance 
with  that  of  major  U.S.  trading  partners.  Another  is  to  compare  U.S. 
economic  activity  during  this  expansion  with  economic  activity  in  pre¬ 
vious  expansions.  Apart  from  the  obvious  advantage  of  indicating 
how  domestic  economic  activity  compares  with  activity  abroad,  the 
international  comparison  can  hold  constant  many  common  factors  in¬ 
fluencing  economic  activity  worldwide.  The  disadvantages  of  interna¬ 
tional  comparisons  are  the  lack  of  an  historical  perspective  and  the 
failure  to  hold  constant  expansion  timings  and  institutional  arrange¬ 
ments  such  as  labor  market  practices  across  countries.  The  compari¬ 
son  with  previous  U.S.  expansions  offers  this  time  perspective,  indi¬ 
cating  to  what  extent  economic  activity  during  the  current  expansion 
is  better  or  worse  than  during  past  expansions.  But  this  comparison 
does  not  hold  constant  the  various  exogenous  forces,  such  as 
droughts,  changes  in  foreign  oil  supplies,  and  the  impact  of  foreign 
government  policies,  on  the  U.S.  economy.  Neither  comparison  is  su¬ 
perior  to  the  other;  each  has  its  own  strengths  and  weaknesses.  For 
this  reason,  both  comparisons  are  employed  below. 

GROWTH  IN  REAL  OUTPUT 

The  growth  of  real  output  during  this  expansion  compares  favor¬ 
ably  with  growth  abroad.  Between  1982  and  1987  real  output  growth 
in  the  United  States  was  greater  than  the  average  output  growth  of 
the  other  six  economic  summit  countries — France,  West  Germany, 
Italy,  the  United  Kingdom,  Japan,  and  Canada — and  greater  than  the 
average  growth  of  every  summit  country  except  Japan  and  Canada. 
In  contrast,  U.S.  output  growth  in  the  1960s  and  1970s  was  below 
the  average  of  the  other  six  summit  countries  and  well  below  that  of 
Japan,  France,  Italy,  and  Canada. 

The  good  performance  of  the  U.S.  economy  during  this  expansion 
is  not  simply  a  matter  of  an  early  start  at  recovery.  The  better  U.S. 
performance  also  appears  during  the  1981-87  and  1983-87  time  pe- 


riods.  Instead,  the  above-average  performance  of  the  U.S.  economy 
during  this  expansion  reflects  the  vigor  of  the  free-market  system  and 
economic  policies  aimed  at  promoting  long-run  growth  and  stable 
prices.  Indeed,  as  it  has  become  clear  that  this  Administration’s  poli¬ 
cies  are  paying  off,  other  countries  have  rushed  to  adopt  similar  poli¬ 
cies.  For  example,  tax  reform  is  underway  in  Japan,  West  Germany, 
the  United  Kingdom,  and  several  other  countries  as  well.  Govern¬ 
ment  has  reduced  intervention  in  the  marketplace  in  France,  West 
Germany,  and  the  United  Kingdom  through  privatization  of  major 
publicly  owned  firms  and  steps  toward  deregulation  of  key  markets. 

The  gfrowth  of  real  GNP  in  the  United  States  between  the  fourth 
quarter  of  1982  and  the  third  quarter  of  1988  totaled  almost  27  per¬ 
cent,  gfreater  than  real  GNP  gfrowth  in  all  but  one  postwar  U.S.  ex¬ 
pansion.  This  solid  growth  reflects  the  long  duration  of  the  current 
expansion,  which  sets  the  current  expansion  apart  from  almost  all 
U.S.  expansions.  Average  real  GNP  growth  during  the  current  expan¬ 
sion  is  remarkably  similar  to  that  of  the  past  five  expansions,  exclud¬ 
ing  the  brief  1980-81  episode  (Table  7-1).  Real  GNP  has  grown  an 
average  of  4.2  percent  per  year  between  the  fourth  quarter  of  1982 
and  the  third  quarter  of  1988,  virtually  matching  the  4.3  percent  av¬ 
erage  of  the  previous  expansions.  The  growth  of  other  aggregate 
measures  during  this  expansion  is  similar  to  the  expansion  average. 
Real  final  sales  have  grown  3.7  percent  per  year  compared  with  the 
average  of  3.9  percent,  and  total  employment  has  gfrown  slightly 
faster  than  the  average.  Real  personal  consumption  expenditures 
have  grown  close  to  the  expansion  average  of  4. 1  percent,  dispelling 
the  notion  that  the  current  expansion  has  been  entirely  consumer- 
led.  ' 

SAVING  AND  INVESTMENT 

Although  similar  in  aggregate  terms,  output  and  spending  during 
the  current  expansion  differ  in  composition  from  the  average  of  past 
expansions.  These  differences  are  best  described  by  examining  the 
balance  between  saving  and  investment,  which  is  the  reverse  side,  al¬ 
though  not  the  mirror  image,  of  output  and  spending  behavior.  The 
national  income  and  product  accounts  identity  between  income  and 
output  can  be  rewritten  as  an  identity  between  g^oss  saving  and  in¬ 
vestment.  Gross  saving  is  the  sum  of  personal,  business,  and  govern¬ 
mental  saving,  and  gross  investment  is  the  sum  of  gross  private  do¬ 
mestic  investment  and  net  foreign  investment. 

One  difference  between  the  current  and  past  expansions  is  the  be¬ 
havior  of  the  Federal  Government  budget  deficit.  Between  calendar 
years  1980  and  1983,  the  Federal  budget  deficit  rose  from  2.2  per¬ 
cent  to  5.2  percent  of  GNP  on  a  national  income  and  product  ac- 
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Table  7-1 . — Comparison  of  Current  and  Past  Expansions 
[Average  annual  percent  change,  except  as  noted] 


Item 

Total  expansion 

First  2  years 

Second  2  years 

Third  2  years 

Average 

REAL  GNP . 

4.2 

■ 

5.8 

4.8 

2.8 

3.9 

4.1 

3.3 

Final  sales . 

3.7 

■9 

4.2 

4.1 

3.6 

3.4 

3.6 

Personal  consumption  expenditures . 

4.0 

4.1 

4.8 

4.9 

■ 

3.0 

2.7 

2.7 

Nonresidentlal  fixed  Investment . 

6.1 

6.7 

12.3 

5.9 

-1.9 

9.2 

8.8 

5.2 

Structures . 

-1.6 

4.2 

3.1 

2.3 

-8.3 

6.3 

.9 

10.0 

Producers’  durable  equipment . 

9.9 

8.7 

17.9 

8.8 

1.0 

11.1 

11.8 

3.1 

Residential  fixed  Investment . 

9.2 

5.8 

21.0 

13.0 

8.5 

-2.2 

-2.3 

-12.0 

Exports  of  goods  and  services . 

7.7 

9.1 

5.9 

6.6 

1.5 

11.5 

IZAJ 

13.3 

Imports  of  goods  and  services . 

11.5 

7.8 

20.6 

9.5 

6.1 

4.8 

8.1 

8.4 

Government  purchases  of  goods  and 

services 

2.8 

1.3 

2.5 

.7 

5.7 

1.8 

-.1 

Federal 

1.8 

-.9 

1.9 

-1.6 

6.4 

-.5 

Defense 

4.3 

-1.7 

5.8 

-3.2 

-1.3 

Nondefense 

-5.5 

2.6 

-7.6 

6.1 

7.8 

.7 

Excluding  (XX . 

2.2 

2.6 

4.1 

6.0 

-2.5 

.4 

HI 

State  and  local . 

3.6 

3.8 

2.9 

3.5 

5.1 

4.1 

i 

HI 

Final  sales  to  domestic  purchasers . 

4.2 

3.8 

5.8 

4.4 

4.1 

3.1 

2.6 

3.0 

Change  In  net  exports  of  goods  and 

services  (billions  of  1982  dollars) . 

-105.6 

1.7 

-15.6 

-47.6 

17.4 

48.5 

17.9 

ADDENDA: 

GNP  Implicit  price  deflator . 

3.3 

4.4 

3.5 

3.8 

2.9 

5.4 

3.5 

5.9 

Employment  including  resident  Armed 
Forces . 

2.6 

2.5 

3.3 

2.4 

2.1 

2.7 

2.4 

Bf 

Industrial  production... 

5.7 

8.7 

1.4 

5.6 

Manufacturing  output  per  hour . 

Real  compensation  per  hour,  nonfarm 

4.4 

5.7 

4.3 

3.6 

2.6 

H 

■ 

business  sector . 

.6 

2.3 

.1 

3.1 

1.9 

1.2 

B 

H 

>  Through  1988  III. 

Note.— Average  expansion  Includes  expansions  beginning  In  1954  II,  1958  II,  1961  I,  1970  IV,  and  1975  I.  (Expansions  are  as 
determined  by  National  Bureau  of  Economic  Research.) 

Sources:  Department  of  Commerce,  Department  of  Labor,  and  Board  of  Governors  of  the  Federal  Reserve  System. 


counts  basis.  This  increase  had  cyclical  and  structural  components. 
The  cyclical  components  included  greater  income-support  payments 
and  lower  income  tax  receipts  during  the  1981-82  recession.  The 
structural  components  were  the  buildup  in  national  defense  spending 
and  tax  changes  in  the  Economic  Recovery  Tax  Act  of  1981  (ERTA) 
and  the  Tax  Equity  and  Fiscal  Responsibility  Act  of  1982  (TEFRA). 
For  example,  real  national  defense  purchases  rose  at  an  annual  aver¬ 
age  rate  of  8.2  percent  between  the  fourth  quarter  of  1980  and  the 
fourth  quarter  of  1982,  the  strongest  gfrowth  since  the  Vietnam  war 
buildup,  and  at  an  annual  average  rate  of  5.9  percent  during  the  first 
4  years  of  the  current  expansion.  On  balance,  expenditures  increased 
as  a  percent  of  GNP  and  receipts  as  a  percent  of  GNP  remained 
roughly  constant.  The  increase  in  the  Federal  budget  deficit  account¬ 
ed  for  most  of  the  decline  in  the  gross  saving  rate  during  this  period. 
This  increase  is  shown  in  Chart  7-2  by  the  difference  between  gross 
saving  and  gross  private  saving. 


Between  calendar  years  1984  and  1987,  the  Federal  budget  deficit 
averaged  4.4  percent  of  GNP,  but  a  combination  of  strong  income 
growth  and  spending  restraint  has  reduced  the  deficit  to  2.8  percent 
of  GNP  during  the  first  three  quarters  of  1988.  Total  expenditures  as 
a  percent  of  GNP  have  fallen  from  23.7  percent  in  1984  to  23.0  per¬ 
cent  through  the  first  three  quarters  of  1988,  while  total  receipts  as  a 
percent  of  GNP  have  increased  from  19.2  percent  to  20.1  percent  of 
GNP  over  the  same  period.  The  fiscal  1990  budget  proposal  indi¬ 
cates  a  continued  decline  in  the  Federal  budget  deficit  to  reach  a  bal¬ 
ance  by  fiscal  1993. 

A  second  difference  in  the  composition  of  real  output  during  this 
expansion,  relative  to  past  expansions,  is  the  decline  in  the  U.S.  trade 
balance.  This  decline  reflected  faster  real  income  g^rowth  and  a  great¬ 
er  expected  real,  after-tax  return  on  capital  in  the  United  States  rela¬ 
tive  to  the  rest  of  the  world.  The  rise  in  the  real  value  of  the  U.S. 
dollar  in  foreign  exchange  markets  reinforced  these  factors.  Real  net 
exports  fell  $154.1  billion  between  the  fourth  quarter  of  1982  and 
the  fourth  quarter  of  1986,  compared  with  the  average  $  1.8-billion 
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increase  during  the  first  4  years  of  the  past  five  expansions,  exclud¬ 
ing  the  brief  1980-81  episode.  During  the  first  4  years  of  the  current 
expansion,  real  import  growth  was  almost  double  and  real  export 
growth  was  less  than  one-half  of  the  average  of  past  expansions.  The 
deterioration  in  the  trade  balance  is  mirrored  by  the  decline  in  U.S. 
net  foreigfn  investment  during  this  period,  shown  in  Chart  7-2  by  the 
difference  between  gross  saving  and  gross  private  domestic  invest¬ 
ment.  Between  1982  and  1986  net  foreign  investment  fell  from  about 
zero  to  —3.4  percent  of  GNP.  This  capital  inflow  more  than  offset 
the  decline  in  the  gross  saving  rate  after  1982. 

The  swing  in  the  trade  balance  is  also  reflected  in  the  greater 
growth  in  domestic  demand  relative  to  that  of  domestic  output 
during  this  period.  Growth  in  real  gfross  domestic  purchases  averaged 
5.3  percent  per  year  during  the  first  4  years,  a  full  percentage  point 
faster  than  the  growth  in  real  GNP. 

Since  the  fourth  quarter  of  1986  the  decline  in  the  real  U.S.  dollar 
exchange  rate  and  the  convergence  of  real  income  growth  in  the 
United  States  and  abroad  contributed  to  the  $48.5-billion  improve¬ 
ment  in  real  net  exports,  as  strong  export  gfrowth  more  than  offset 
continued  import  growth.  Additional  improvement  in  the  trade  bal¬ 
ance  can  be  expected  in  the  future. 

A  final  difference  in  the  composition  of  real  output  during  this 
expansion  involves  stronger  growth  of  gross  private  domestic' invest¬ 
ment  relative  to  past  expansions.  Real  gross  private  domestic  invest¬ 
ment  grew  at  an  average  annual  rate  of  10.5  percent  during  the  cur¬ 
rent  expansion,  more  than  a  full  percentage  point  faster  than  the  av¬ 
erage  of  past  expansions. 

Among  the  components  of  gross  private  domestic  investment,  real 
residential  fixed  investment  has  gp'own  during  the  current  expansion 
at  a  9.2  percent  average  annual  rate,  considerably  above  the  expan¬ 
sion  average  of  5.8  percent.  'The  stronger  growth  reflects  the  early 
effects  of  ERTA  and  TEFRA,  which  lowered  the  cost  of  capital  for 
multifamily  housing  construction  as  well  as  for  nonresidential  struc¬ 
tures.  Real  nonresidential  fixed  investment  has  grown  about  one-half 
of  a  percentage  point  less  during  this  expansion  than  the  6.7  percent 
average  annual  growth  during  past  expansions,  but  the  difference  ap¬ 
pears  in  nonresidential  structures.  'The  annual  average  1.6  percent 
decline  in  structures  mostly  reflects  lower  spending  on  petroleum  ex¬ 
ploration  and  drilling  in  response  to  the  oil  price  decline  in  1986, 
although  recent  weakness  in  nonresidential  structures  spending  re¬ 
flects  the  removal  of  incentives  for  investment  in  structures  in  the 
Tax  Reform  Act  of  1986.  Real  producers’  durable  equipment  ex¬ 
penditures  have  grown  over  a  full  percentage  point  faster  than  the 
expansion  average.  A  number  of  studies  suggests  that  this  strength  is 
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not  attributable  to  the  effect  of  ERTA  tax  incentives  on  the  cost  of 
equipment  capital;  TEFRA  removed  most  of  these  incentives.  In¬ 
stead,  much  of  the  strength  in  equipment  spending  can  be  attributed 
to  a  lower  rate  of  inflation,  which  lowered  the  effective  tax  rate  and 
raised  the  expected  after-tax  return  on  equipment.  Moreover,  falling 
computer  prices,  the  necessity  of  modernizing  to  remain  competitive 
in  world  markets,  and  the  effects  of  rising  aggregate  demand  for  U.S. 
manufactured  goods  in  the  past  2  years  have  also  contributed  to 
stronger  equipment  spending. 

Considerable  public  attention  has  been  devoted  to  the  effect  of 
Federal  Government  budget  deficits  on  private  investment.  A  popu¬ 
lar  view  is  that  large  Federal  budget  deficits  during  this  expansion 
have  absorbed  a  substantial  share  of  gross  private  saving,  thereby 
raising  real  interest  rates  and  crowding  out  or  displacing  private  in¬ 
vestment.  This  view  fails  to  account  for  foreigfn  capital  inflows.  Gross 
saving  minus  net  foreign  investment  equals  total  saving  of  the  public, 
private,  and  foreign  sectors  in  the  United  States.  It  also  equals,  apart 
from  a  statistical  discrepancy,  gross  private  domestic  investment. 
When  these  foreign  capital  inflows  are  included,  nominal  gp'oss  pri¬ 
vate  domestic  investment  as  a  percent  of  nominal  GNP  has  been  av¬ 
erage  during  this  expansion,  judged  by  historical  experience,  while 
real  g^oss  private  domestic  investment  as  a  percent  of  real  GNP  is 
greater  than  its  postwar  average.  This  evidence  suggests  that  con¬ 
cerns  about  high  real  interest  rates  and  large  Federal  budget  deficits 
crowding  out  residential  and  nonresidential  investment,  thus  far  in 
this  expansion,  appear  to  have  been  misplaced.  Of  course,  the  rele¬ 
vant  comparison  would  use  what  would  have  happened  had  the  Fed¬ 
eral  budget  deficit  not  been  as  large,  a  subject  of  some  dispute,  but  it 
is  clear  that  g^oss  private  domestic  investment  did  not  deviate  from 
historical  norms. 

This  strong  growth  in  gp’oss  nonresidential  fixed  investment  ig¬ 
nores  the  fact  that  a  gfrowing  share  of  investment  during  the  past  22 
years  has  simply  replaced  worn-out  capital,  and  has  not  added  on  net 
to  the  national  capital  stock.  The  share  of  gross  nonresidential  fixed 
investment  in  real  GNP  has  risen  from  11.3  percent  in  1966  to  more 
than  12.2  percent  during  the  first  three  quarters  of  1988.  But  net 
nonresidential  fixed  investment,  which  represents  new  additions  to 
the  Nation’s  capital  stock  after  replacing  worn-out  capital,  has  fallen 
from  4.8  percent  of  real  GNP  to  2.0  percent  in  1987.  The  reasons  for 
the  divergence  between  gross  and  net  nonresidential  fixed  invest¬ 
ment  are  not  entirely  'clear.  As  discussed  in  Chapter  1,  the  decline  in 
the  growth  of  net  investment  is  likely  to  have  been  overstated. 
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EMPLOYMENT  AND  UNEMPLOYMENT 

The  United  States  continues  to  create  employment  opportunities  at 
an  enviable  pace.  Total  employment  has  grown  at  an  average  rate  of 
2.6  percent  per  year  between  November  1982  and  November  1988, 
slightly  faster  than  the  expansion  average.  Nonfarm  payroll  employ¬ 
ment  has  grown  by  nearly  19  million  jobs,  or  a  3.2  percent  average 
annual  rate,  matching  its  expansion  average.  Within  nonfarm  pay¬ 
rolls,  goods-producing  employment  has  g^own  an  average  1.9  per¬ 
cent  per  year  during  this  expansion,  almost  a  full  percentage  point 
slower  than  the  expansion  average.  Service-producing  employment 
has  gfrown  3.7  percent,  slightly  stronger  than  the  expansion  average. 
The  differential  between  goods-  and  services-producing  employment 
reflects  the  better  productivity  of  the  goods-producing  sector  and  the 
long-term  shift  toward  services  consumption. 

Strong  economic  growth  during  this  expansion  has  improved  em¬ 
ployment  opportunities  for  all  major  demog^phic  groups.  Between 
November  1982  and  November  1988  civilian  employment  of  adult 
males  has  grown  at  an  average  annual  rate  of  2.2  percent,  adult  fe¬ 
males  at  3.4  percent,  blacks  at  4.4  percent,  and  Hispanics  at  6.6  per¬ 
cent.  Employment  growth  has  been  exceptionally  strong  for  black 
teenagers — 6.8  percent  at  an  average  annual  rate.  This  gain  is  almost 
three  times  that  in  black  teenage  employment  during  the  1975-80  ex¬ 
pansion. 

The  impressive  employment  growth  during  this  expansion  is  re¬ 
flected  in  unemployment  rates.  Since  the  expansion  began,  the  un¬ 
employment  rate  has  been  cut  by  one-half,  from  10.6  percent  to  5.3 
percent  in  November  1988.  During  1988  the  unemployment  rate  fell 
to  its  lowest  level  in  14  years.  Moreover,  the  employment-to-popula- 
tion  ratio  reached  an  all-time  high  of  62.9  percent  in  1988.  Unem¬ 
ployment  rates  have  declined  substantially  for  all  major  industrial 
and  occupational  categories  and  for  all  major  demogpraphic  groups. 
Unemployment  rates  of  women,  which  averaged  more  than  25  per¬ 
cent  higher  than  for  men  during  the  1970s  and  early  1980s,  dropp)ed 
below  men’s  rates  in  early  1982.  Since  November  1982  unemploy¬ 
ment  rates  for  women  have  fallen  by  4.9  percentage  points  and  have 
been  roughly  equal  to  unemployment  rates  for  men  since  1981.  Black 
and  Hispanic  unemployment  rates  have  both  shown  large  declines, 
and,  although  still  high,  current  unemployment  rates  for  these 
groups  are  the  lowest  recorded  since  1974. 

Strong  growth  of  employment  in  the  United  States  surpasses  that 
of  major  U.S.  trading  partners.  Employment  has  grown  considerably 
faster  in  the  United  States  than  in  the  other  six  summit  countries.  Be¬ 
tween  1982  and  1987  civilian  employment  in  the  United  States  has 
grown  at  an  average  2.5  percent  annual  rate,  faster  than  in  any  other 
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summit  country.  Canada  had  the  second  fastest  growth  at  2.4  per¬ 
cent,  Japan  and  the  United  Kingdom  were  tied  at  about  1 .0  percent 
growth,  and  the  rest  were  under  one-half  of  1  percent.  Indeed,  more 
than  twice  as  many  jobs  have  been  created  in  the  United  States  since 
1982  as  in  the  other  six  summit  countries  combined.  Faster  employ¬ 
ment  growth  in  the  United  States  was  also  evident  in  the  1981-87 
and  the  1983-87  periods. 

The  reduction  in  the  U.S.  unemployment  rate  has  been  particularly 
impressive  when  compared  with  that  of  other  industrial  countries. 
Since  1982  the  U.S.  unemployment  rate  has  declined  substantially, 
while  unemployment  rates  in  Western  Europe,  for  example,  are 
among  the  highest  of  the  postwar  period.  The  U.S.  unemployment 
rate  is  now  lower  than  that  of  any  of  the  other  summit  countries 
except  Japan,  a  country  with  different  labor  market  practices.  In  con¬ 
trast,  the  U.S.  unemployment  rate  was  generally  above  unemploy¬ 
ment  rates  in  Western  Europe  between  1960  and  1980. 

The  distribution  of  economic  growth  among  regions  of  the  United 
States  can  vary  with  relative  price  changes  and  regional  cost  competi¬ 
tiveness  and  economic  bases.  Early  in  this  expansion,  the  industrial 
Midwest  continued  to  suffer  employment  problems  related  to  ongo¬ 
ing  structural  change.  The  energy-producing  regfion,  primarily  the 
Southwest,  suffered  when  oil  prices  fell  in  1986,  while  employment 
gfrowth  was  strong  along  both  coasts.  Currently,  most  regfions  of  the 
country,  except  oil-producing  regions,  have  experienced  good  job 
growth.  Between  September  1982  and  September  1988  employment 
has  grown  by  more  than  5  percent  in  43  States,  and  by  more  than  10 
percent  in  39  of  those  States.  In  1987,  employment  was  above  its  av¬ 
erage  1982  level  in  46  States  and  above  its  average  1979  level  in  44 
States. 

Much  has  been  made  about  the  United  States  turning  into  a  Nation 
of  low-wage,  low-skilled  workers.  Although  it  is  difficult  to  test  this 
hypothesis  directly,  evidence  suggests  that  this  notion  is  incorrect. 
Employment  growth  in  the  current  expansion  has  been  strongest  in 
the  higher  paid,  higher  skilled  occupations.  Two-thirds  of  the  in¬ 
crease  in  employment  has  occurred  in  the  higher  paying  occupations. 
More  than  85  percent  of  the  increase  in  full-time  employment  has  oc¬ 
curred  in  occupations  with  annual  salaries  of  $20,000  or  more  in 
1987  dollars.  Only  12  percent  of  the  increase  in  employment  has  oc¬ 
curred  in  the  lowest  paid,  low-skilled  service  occupations.  Of  the  new 
jobs  created  during  this  expansion,  92  percent  are  full-time  jobs.  Fur¬ 
ther,  80  percent  of  part-time  workers  report  that  they  choose  to  work 
part  time. 

Economic  growth  has  improved  employment  opportunities  for  all 
groups,  especially  women.  Since  1980  the  percentage  of  women  em- 
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ployed  in  traditionally  high-paying,  male-dominated  occupations  has 
increased  dramatically.  For  example,  women  now  hold  46  percent  of 
all  jobs  for  accountants  and  auditors,  up  from  38  percent;  20  percent 
of  all  jobs  for  lawyers,  up  from  14  percent;  20  percent  of  all  jobs  for 
physicians,  up  from  13  percent;  and  13  percent  of  all  jobs  for  archi¬ 
tects,  up  from  8  percent.  Earnings  of  women  have  also  grown  strong¬ 
ly.  Weekly  earnings  of  female  workers  have  grown  27  percent,  while 
male  earnings  have  grown  19  percent.  Thus,  the  gap  between  female 
and  male  earnings  has  narrowed.  Moreover,  real  earnings  of  women, 
which  stagnated  in  the  1970s  and  early  1980s,  have  increased  7  per¬ 
cent  since  1982. 

Blacks  and  Hispanics  have  also  made  gains  in  job  quality,  although 
their  employment  in  the  higher  paid  occupations  is  still  relatively 
low.  While  overall  employment  in  the  higher  paid  white-collar  occu¬ 
pations  has  increased  by  17  percent  during  this  expansion,  employ¬ 
ment  of  blacks  in  these  occupations  has  increased  by  36  percent  and 
of  Hispanics  by  60  percent. 

INFLATION  AND  PRODUCTIVITY  GROWTH 

Perhaps  the  gfreatest  achievement  of  economic  policy  during  the 
current  expansion  has  been  the  stability  of  the  inflation  rate,  albeit  at 
an  historically  high  rate.  Chart  7-3  displays  the  relationship  between 
the  duration  of  an  expansion  in  months  and  the  difference  in  con¬ 
sumer  price  inflation  rates  between  expansion  peak  and  recession 
trough  for  all  postwar  expansions  except  the  brief  1980-81  episode. 
Prior  to  the  current  expansion,  the  longer  an  expansion  lasted,  the 
greater  was  the  increase  in  the  inflation  rate.  In  contrast,  the  current 
expansion  has  witnessed  a  slight  decline  in  the  rate  of  inflation,  in¬ 
stead  of  an  increase  comparable  to  the  3.6  and  4.8  percentage  point 
increases  experienced  during  the  third  and  first  longest  expansions 
of  the  postwar  period.  The  stability  of  the  inflation  rate  during  the 
current  expansion  is  not  attributable  to  weaker  economic  perform¬ 
ance  compared  with  the  other  expansions.  Real  output  in  the  current 
expansion  has  grown  about  the  same  as  the  average  4.3  percent 
growth  of  the  five  previous  expansions,  excluding  the  brief  1980-81 
episode. 

The  GNP  implicit  deflator  has  gfrown  at  an  annual  average  rate  of 
only  3.3  percent  during  this  expansion,  more  than  a  full  percentage 
point  less  than  the  average  of  past  expansions,  and  more  than  4  per¬ 
centage  points  less  than  during  the  1975-80  expansion.  The  GNP 
fixed-weight  price  index  increased  at  an  average  annual  rate  of  3.6 
percent  during  this  expansion,  slightly  faster  than  that  of  the  GNP 
implicit  deflator.  The  difference  between  the  growth  rates  of  the  im¬ 
plicit  deflator  and  the  fixed-weight  price  index  indicates  a  shift  in  the 
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Expansion  Duration  and  Inflation  Change 


Percentage  point  change  in  inflation  from  trough  to  peak' 


Duration  of  Expansion  in  Months 

'  Inflation  is  nreasured  by  the  12-month  percent  change  in  the  consumer  price  index  for  urban  consumers. 
^November  1 988  is  the  latest  month  in  the  expansion  for  which  data  are  available. 

Sources:  Department  of  Labor  and  National  Bureau  of  Economic  Research.  .  - 


composition  of  output  away  from  that  of  the  1982  base  year.  Because 
spending  tends  to  shift  toward  lower  priced  goods  and  substitutes  for 
existing  goods  over  time,  the  implicit  deflator  usually  grows  less  rap¬ 
idly  than  the  fixed-weight  index.  In  the  current  expansion,  a  major 
shift  in  output  has  involved  increased  purchases  of  computers,  whose 
price  index  is  falling  because  of  strong  technical  innovation  in  that 
industry. 

The  inflation  record  of  the  United  States  during  this  expansion 
also  compares  favorably  with  those  of  the  major  U.S.  trading  part¬ 
ners.  The  average  rate  of  consumer  price  inflation  in  the  United 
States  during  this  expansion  is  lower  than  the  average  among  the 
other  six  summit  countries,  and  lower  than  the  average  rate  of  infla¬ 
tion  in  France,  Italy,  the  United  Kingdom,  and  Canada.  Consumer 
price  inflation  in  the  United  States  has  averaged  3.3  percent  per  year 
between  1982  and  1987,  while  the  average  of  the  other  summit  coun¬ 
tries  was  4.5  percent.  The  relatively  better  inflation  performance  of 
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the  United  States  also  appears  in  the  1981-87  and  1983-87  time 
periods. 

TTie  stability  of  the  inflation  rate  compared  with  the  experience  of 
previous  expansions  ultimately  is  attributable  to  the  prudent  econom¬ 
ic  policies  pursued  during  the  current  expansion.  In  the  long  run,  the 
price  level  cannot  rise  continuously  unless  accommodated  by  mone¬ 
tary  policy.  In  the  short  run,  however,  changes  in  the  velocity  of 
money  can  complicate  control  of  the  price  level.  A  decline  in  velocity 
during  1982  aided  the  disinflation  efforts  of  the  Federal  Reserve,  and 
additional  declines  in  1985  and  1986  restrained  the  rate  of  inflation. 
These  unusual  declines  in  velocity  during  the  1980s  are  not  com¬ 
pletely  understood.  Such  factors  as  the  introduction  of  nationwide 
negotiable  order  of  withdrawal  (NOW)  accounts,  the  removal  of  in¬ 
terest  rate  ceilings,  and  lower  nominal  interest  rates,  may  have  played 
a  role,  but  the  best  research  in  this  area  has  not  disentangled  their 
effects. 

The  surge  in  manufacturing  productivity  growth  demonstrates  the 
benefits  of  lower  inflation,  market-based  tax  incentives,  and  more  rig¬ 
orous  foreign  competition.  Manufacturing  productivity  has  g^own  at 
an  average  rate  of  4.4  percent,  almost  one  and  one-half  times  faster 
than  the  expansion  average.  After  growing  at  an  annual  average  rate 
of  5.7  percent  in  the  first  2  years,  manufacturing  productivity  has 
maintained  a  steady  3.6  percent  annual  average  growth  in  the  past  4 
years. 

Current  estimates  of  the  Nation’s  manufacturing  productivity 
growth  during  this  expansion  have  matched  those  of  its  major  trading 
partners.  After  taking  into  account  faster  gfrowth  in  foreign  labor 
compensation,  however,  unit  labor  costs  have  grown  considerably 
slower  in  the  United  States  than  among  its  major  trading  partners. 
Combined  with  the  weaker  U.S.  dollar  in  foreign  exchange  markets, 
this  better  unit  labor  cost  performance  means  that  the  competitive 
position  of  U.S.  manufacturers  has  improved  significantly  during  the 
past  3  years. 

Productivity  growth  in  the  nonfarm,  nonmanufacturing  sector  has 
been  considerably  weaker  than  manufacturing  productivity  growth 
during  this  expansion.  Productivity  in  the  nonfarm  business  sector 
grew  at  an  annual  average  rate  of  1.8  percent  during  this  expansion, 
about  the  same  as  the  expansion  average.  The  possible  reasons  for 
the  relatively  slow  productivity  growth  in  the  nonfarm,  nonmanufac¬ 
turing  sectors  are  discussed  in  Chapter  1. 

MONETARY  POLICY 

The  Federal  Reserve  has  faced  two  main  challenges  in  formulating 
monetary  policy  during  the  current  expansion.  One  was  conducting 
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monetary  policy  without  a  reliable  relationship  between  the  monetary 
aggregates  and  economic  activity.  The  short-run  relationship  between 
various  monetary  aggregates  and  income  and  interest  rates,  which 
beg^n  to  break  down  in  the  mid-1970s,  became  further  distorted  by  a 
combination  of  flnancial  deregulation,  disinflation,  and  possibly  other 
unknown  factors.  Monetary  policy  actions  tended  to  react  more  to 
developments  in  the  real  economy  than  to  deviations  of  the  monetary 
aggregates  from  their  announced  targets. 

This  control  problem  only  exacerbated  the  overriding  challenge 
facing  the  Federal  Reserve,  however,  which  was  demonstrating  its  re¬ 
solve  to  work  toward  price  stability.  Thus  far  in  the  current  expan¬ 
sion,  the  Federal  Reserve  has  successfully  kept  inflation  from  rising. 
Still,  inflation  remains  above  the  Administration’s  goal  of  a  zero  aver¬ 
age  rate. 

This  partial  success  should  not  be  taken  to  imply  that  develop¬ 
ments  in  the  real  economy  are  the  most  efficient  or  the  most  reliable 
guides  for  making  monetary  policy.  Using  developments  in  the  real 
economy  as  a  g^ide  to  policymaking  poses  at  least  three  risks.  One  is 
overreacting  to  short-run  changes  in  economic  indicators  that  are 
either  temporary  or  illusory,  to  be  revised  away  with  more  complete 
data.  This  overreaction  adds  needless  and  inefficient  volatility  to 
markets.  Another  risk  is  that  policy  will  be  based  on  imprecise  or 
spurious  economic  models.  During  the  1960s  and  1970s  the  Federal 
Reserve  appeared  to  act  as  if  there  was  a  reliable  short-run  tradeoff 
between  changes  in  inflation  and  unemployment,  as  embodied  in  the 
Phillips  curve.  The  Federal  Reserve  appears  to  have  reverted  to  this 
same  kind  of  policy  g^ide  during  the  past  few  years.  A  third  risk  is 
that  monetary  policy  will  be  based  upon  a  shifting  set  of  indicators, 
thereby  obscuring  the  intent  of  policy.  To  succeed  over  the  long 
term,  monetary  policy  needs  to  take  a  long-term  perspective,  avoid 
reacting  to  erratic  short-run  developments,  and  avoid  misleading  the 
public  about  the  direction  of  current  policy. 

THE  ECONOMY  IN  1988 

At  the  beginning  of  the  year  many  economic  forecasters  saw  two 
major  impediments  to  growth  in  1988.  One  was  the  stock  market 
crash  in  October  1987,  which  erased  an  estimated  $650  billion  of 
household  wealth  and  which,  before  any  offset  from  lower  interest 
rates,  raised  the  cost  of  capital  to  firms.  The  diminished  value  of  con¬ 
sumer  wealth  was  expected  to  lower  real  personal  consumption  ex¬ 
penditures,  other  things  being  constant,  while  the  higher  cost  of  cap¬ 
ital  was  expected  to  depress  real  business  fixed  investment.  The 
other  impediment  was  the  apparently  large  inventory  overhang  at 
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year-end.  The  large  $67.1 -billion  increase  in  real  business  invento¬ 
ries,  combined  with  slower  spending  resulting  from  the  decline  in 
stock  prices,  was  expected  to  depress  output  growth  in  early  1988. 
Between  early  October  1987  and  early  November  1987,  the  consen¬ 
sus  forecast  for  1988  real  GNP  was  revised  down  from  2.8  to  1.9  per¬ 
cent  annual  average  growth,  with  only  1.4  percent  annual  average 
gfrowth  expected  in  the  first  half. 

In  fact,  economic  performance  during  1988  considerably  exceeded 
most  exj>ectations.  Real  GNP  gfrew  at  an  annual  average  rate  of  2.9 
percent  during  the  first  three  quarters  of  1988,  and  3.2  percent 
during  the  first  half.  The  stock  market  crash  had  a  small  impact  on 
real  personal  consumption  expenditures,  which,  after  a  weak  fourth 
quarter  in  1987,  rose  at  an  annual  average  rate  of  3.8  percent  during 
the  first  three  quarters,  and  the  personal  saving  rate  averaged  about 
1  percentage  point  higher  than  in  1987.  Little  impact  was  evident  on 
real  business  fixed  investment,  which  grew  at  an  annual  average  rate 
of  8.8  percent  during  the  first  three  quarters,  with  producers’  durable 
equipment  expenditures  up  nearly  15  percent.  Real  net  exports  in¬ 
creased  $32.1  billion  during  the  first  three  quarters  of  the  year, 
almost  double  their  improvement  during  all  of  1987.  Nonfarm  pay¬ 
roll  employment  increased  by  3.4  million  persons  through  November 
1988,  and  real  disposable  personal  income  increased  3.5  percent  on 
an  average  annual  basis  through  the  first  three  quarters  of  the  year. 
Corporate  profits  after  taxes,  with  inventory  valuation  and  capital 
consumption  adjustments,  rose  an  average  3.9  percent,  after  0.2  per¬ 
cent  in  1987.  Consumer  prices,  excluding  food  and  energfy,  increased 
4.6  percent  during  the  first  1 1  months  of  1988,  slightly  above  the  av¬ 
erage  of  the  past  5  years. 

The  gfrowth  in  real  GNP  would  have  been  stronger  had  it  not  been 
for  the  prolonged  drought,  which  affected  much  agricultural  produc¬ 
tion  during  the  summer.  Crop  and  livestock  losses  amounting  to 
$12.3  billion  during  the  year  are  expected  to  lower  real  GNP  growth 
in  1988  about  0.7  percentage  point,  on  a  fourth-quarter-over-fourth- 
quarter  basis,  and  temporarily  to  boost  consumer  food  prices  1  per¬ 
centage  point. 

THE  IMPACT  OF  THE  STOCK  MARKET  CRASH 

It  is  now  evident,  more  than  1  year  later,  that  the  stock  market 
crash  had  little  noticeable  impact  on  U.S.  economic  activity.  At  a  ru¬ 
dimentary  level,  little  effect  might  have  been  expected  because  the 
stock  market  is  not  a  particularly  accurate  predictor  of  economic  ac¬ 
tivity.  During  the  postwar  period  before  1987,  about  twice  as  many 
declines  as  recessions  occurred  in  the  stock  market.  Although  by  this 
measure  the  odds  of  recession  in  1988  were  50-50,  many  economic 
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forecasters  were  convinced  that  the  magnitude  of  the  decline,  the 
largest  since  the  crash  in  1929,  raised  the  probability  of  recession. 
On  a  more  fundamental  level,  little  effect  should  have  been  expected 
because  economic  activity  was  strong  at  the  time  of  the  crash  and  be¬ 
cause  Federal  Government  policies  and  institutions  prevented  the 
crash  from  escalating  into  a  recession. 

Changes  in  stock  prices  can  affect  real  output  growth  through  two 
main  channels.  One  is  personal  consumption  expenditures.  Consum¬ 
ers  generally  are  thought  to  take  a  long  view,  spending  not  according 
to  their  current  income  but  according  to  their  expected  lifetime  con¬ 
sumable  resources,  including  both  human  and  nonhuman  wealth 
components.  Human  wealth  is  the  present  discounted  value  of  ex¬ 
pected  future  after-tax  labor  income,  and  nonhuman  wealth  is  the 
consumer’s  expectation  of  the  long-run  or  permanent  value  of  his  or 
her  current  net  financial  and  tangible  assets.  A  drop  in  the  value  of 
corporate  equity  holdings  that  is  expected  to  be  permanent,  ail  else 
being  constant,  will  lower  consumption,  while  a  transitory  drop  will 
not  affect  consumption. 

At  the  end  of  the  third  quarter  of  1987,  nonhuman  wealth  of  con¬ 
sumers  amounted  to  $15.1  trillion,  with  corporate  equities  outside  of 
pension  funds  worth  about  $2.7  trillion  or  18  percent.  At  the  end  of 
the  fourth  quarter  of  1987,  holdings  of  corporate  equities  by  house¬ 
holds  had  fallen  by  about  $650  billion,  most  of  which  reflected  cap¬ 
ital  losses.  A  common  estimate  of  the  marginal  propensity  to  con¬ 
sume  real  permanent  nonhuman  wealth  is  about  4  cents  for  every 
dollar  of  nonhuman  wealth,  which  implies  that  real  personal  con¬ 
sumption  expenditures  should  have  fallen  about  $25  billion  or  about 
1  percent  before  other  factors  are  considered.  Real  personal  con¬ 
sumption  expenditures  during  the  fourth  quarter  of  1987  fell  by 
about  one-half  of  this  amount,  and  have  grown  at  an  annual  average 
rate  of  3.8  percent  during  the  first  three  quarters  of  1988.  The  per¬ 
sonal  saving  rate  rose  2  percentage  points  in  the  fourth  quarter  of 
1987,  and  has  averaged  almost  1  percentage  point  higher  in  1988 
than  in  1987.  In  the  aggregate,  therefore,  apparently  consumers  ini¬ 
tially  believed  that  only  part  of  the  stock  market  decline  was  perma¬ 
nent.  Indeed,  improvement  in  the  overall  stock  price  indexes  during 
1988  indicates  that  they  were  correct. 

A  second  channel  through  which  the  stock  market  can  affect  real 
output  is  business  investment.  The  stock  market  provides  an  up-to- 
the-minute  estimate  of  the  value  of  thousands  of  publicly  traded 
firms.  When  the  profits  of  a  firm  are  expected  to  rise  faster  than  in 
the  past,  the  share  price  of  the  firm  will  also  rise  to  reflect  the  great¬ 
er  expected  value  of  the  firm.  At  times,  the  stock  market’s  valuation 
of  a  firm  will  differ  from  the  replacement  cost  of  the  firm — what  it 
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would  cost  to  rebuild  or  replace  the  firm,  hire  equally  competent 
personnel,  and  rebuild  the  firm’s  goodwill.  Modem  theories  of  in¬ 
vestment  posit  that,  in  general,  a  new  firm  will  be  started  or  new  in¬ 
vestments  will  be  undertaken  by  an  existing  firm  when  the  firm’s 
market  value  is  greater  than  its  replacement  cost.  Declines  in  stock 
prices,  all  other  things  being  constant,  depress  investment. 

Business  investment  did  not  fall  in  the  fourth  quarter  of  1987,  and 
continued  to  grow  rapidly  in  1988,  suggesting  that  the  impact  of  the 
stock  market  crash  was  small.  During  the  first  three  quarters  of  1988, 
real  business  fixed  investment  rose  an  average  of  8.8  percent  at  an 
annual  rate,  unchanged  from  1987.  The  reason  why  business  invest¬ 
ment  did  not  collapse  is  that  the  stock  market  recovered  some  of  its 
losses  during  the  year  and  the  decline  in  fnterest  rates  after  the  crash 
lowered  the  replacement  cost  of  capital  and  offset  some  of  the  initial 
decline  in  stock  prices. 

The  response  of  the  economy  to  the  1987  crash,  compared  with  its 
response  after  the  1929  crash,  highlights  the  benefits  that  can  be 
achieved  when  the  Federal  Government  follows  a  proper  course. 
Two  differences  of  major  importance  emerge  for  the  short-term  ad¬ 
justment  of  the  economy,  one  affecting  the  exchange  rate  and  one 
affecting  the  general  conduct  of  monetary  policy.  In  addition,  differ¬ 
ences  in  trade  policy  and  taxation  occurred  in  the  periods  following 
the  two  declines,  as  did  differences  in  institutional  arrangements  af¬ 
fecting  the  financial  system,  built-in  stabilizers,  and  other  devices  that 
reduce  the  risk  of  a  severe  contraction. 

Immediately  following  both  stock  market  crashes,  the  Federal  Re¬ 
serve  acted  to  increase  bank  reserves.  Major  differences  in  monetary 
policy  came  later.  A  slowing  in  the  decline  of  economic  activity,  visi¬ 
ble  in  industrial  production  and  personal  income  by  the  spring  of 
1930,  was  turned  around  by  restrictive  monetary  actions.  In  1929-33 
the  Federal  Reserve  allowed  the  money  stock  to  fall  by  almost  one- 
third,  adding  an  extreme  deflationary  burden  to  any  remaining  effect 
of  the  crash.  Attempts  by  money  holders  to  shift  from  bank  deposits 
to  currency  drained  reserves  from  the  banking  system.  By  failing  to 
offset  the  sequence  of  reserve  drains,  the  Federal  Reserve  permitted 
large  numbers  of  banks  to  fail,  with  severe  effects  on  confidence  and 
anticipations.  In  marked  contrast,  the  Federal  Reserve  in  1988  first 
absorbed  the  additional  reserves  it  had  provided  in  timely  response 
to  the  October  crash,  and  through  1988  held  money  growth  within 
its  pre-announced  gfrowth  range. 

In  1929  the  United  States  was  on  a  gold  standard,  with  exchange 
rates  fixed  against  foreign  currencies  and  gold.  Under  that  regime, 
the  deflationary  effect  of  the  crash  and  monetary  restriction  fell 
mainly  on  U.S.  markets  for  goods  and  labot .  Prices  and  wages  had  to 
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fall.  Because  money  wages  adjust  slowly,  a  decline  in  prices  raised 
real  wages  and  lowered  employment.  Adjustment  to  the  deflationary 
impulse  was  achieved  by  a  downward  adjustment  of  U.S.  output  and 
spending  and  by  reductions  in  employment.  In  1987,  in  contrast,  the 
U.S.  dollar  was  allowed  to  respond  flexibly  to  market  forces.  Flexible 
adjustment  in  the  real  value  of  the  dollar  facilitated  the  adjustment  of 
costs  of  production,  and  of  the  relative  prices  of  domestic  and  for¬ 
eign  goods  and  assets,  buffering  the  effects  of  the  stock  market  crash 
and  other  events  on  U.S.  markets  for  goods  and  labor. 

Trade  policy  also  differed  following  the  1929  and  1987  stock 
market  crashes.  Unlike  today’s  emphasis  on  free  trade,  the  United 
States  in  1930  intensified  protectionist  policies  with  the  passage  of 
the  Smoot-Hawley  Act.  International  trade  collapsed  as  foreign  coun¬ 
tries  retaliated  with  their  own  protectionist  measures,  lowering  world 
efficiency  and  incomes.  In  contrast,  the  United  States  and  Canada  in 
1988  completed  negotiation  of  the  Free-Trade  Agreement,  commit¬ 
ting  both  countries  to  the  elimination  of  most  remaining  barriers  to 
trade.  This  step  and  the  President’s  rejection  of  strongly  protectionist 
measures  gave  assurance  that  the  United  States  did  not  intend  to 
repeat  the  mistaken  trade  policies  of  the  interwar  period. 

Another  difference  in  the  aftermath  of  the  1929  and  1987  stock 
market  crashes  can  be  found  in  tax  policy.  In  1932  President  Hoover 
requested  and  received  a  large  tax  increase  to  balance  the  growing 
Federal  Government  budget  deficit.  This  policy  was,  of  course,  the 
wrong  one  to  request  during  a  recession.  In  late  1987  the  Adminis¬ 
tration  and  the  Congress  achieved  modest  reductions  in  the  budget 
deficit  for  fiscal  1988  and  1989  from  their  projected  baselines,,  but 
the  last  phase  of  the  personal  income  tax  reductions  embodied  in  the 
Tax  Reform  Act  of  1986  was  allowed  to  take  effect.  Although  partial¬ 
ly  offset  by  increases  in  corporate  taxes,  the  personal  income  tax  cut 
helped  to  limit  any  possible  damage  from  the  crash  to  real  output. 

SOURCES  OF  DEMAND 

The  composition  of  demand  in  1988  continued  the  trends  beg^n 
in  1987.  Real  gfross  nonresidential  fixed  investment  and  exports  con¬ 
tinued  to  grow  rapidly.  Spending  restraint  reduced  real  Federal  Gov¬ 
ernment  spending  on  goods  and  services,  freeing  resources  for  the 
private  sector.  Consumer  spending  on  goods  and  services  continued 
to  grow  moderately,  and  the  average  personal  saving  rate  during  the 
first  three  quarters  of  1988  was  0.8  percentage  point  higher  than  the 
unusually  weak  rate  of  1987. 

Gross  nonresidential  fixed  investment  rose  at  an  annual  average 
rate  of  8.8  percent  during  the  first  three  quarters  of  1988,  unchanged 
from  1987.  All  of  this  growth  was  accounted  for  by  gross  producers’ 
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durable  equipment  spending,  which  rose  at  a  14.9  percent  annual  av¬ 
erage  rate.  Every  major  component  of  gross  producers’  durable 
equipment  g^ew  strongly:  information  processing  and  related  equip¬ 
ment  rose  18.9  percent;  after  little  growth  in  1987,  industrial  equip¬ 
ment  increased  13.9  percent;  and  transportation  and  related  equip¬ 
ment  grew  18.7  percent. 

Spending  on  nonresidential  structures  fell  an  average  6.3  percent 
per  year  during  the  first  three  quarters  of  1988,  with  all  of  the  de¬ 
cline  (  —  22.4  percent)  in  the  first  quarter.  Most  of  the  decline  ap¬ 
peared  in  nonresidential  buildings,  partly  because  of  the  elimination 
of  tax  incentives  in  1986,  although  investment  in  mining  exploration, 
shafts,  and  wells  remained  weak  in  response  to  the  continued  decline 
in  the  relative  price  of  oil.  Adjusted  for  inflation,  the  refiners’  acqui¬ 
sition  cost  of  imported  crude  oil  fell  47.3  percent  between  January 
1986  and  August  1988. 

The  overall  decline  in  the  real  value  of  the  U.S.  dollar  since  1985 
and  slower  unit  labor  cost  growth  in  U.S.  manufacturing  have  im¬ 
proved  the  competitiveness  of  U.S.  goods  in  world  markets.  Thus, 
real  net  exports  accounted  for  a  large  share  of  the  real  output  gain  in 
1988,  continuing  a  trend  begun  in  the  fourth  quarter  of  1986.  During 
the  first  three  quarters  of  1988,  real  net  exports  increased  a  total  of 
$32.1  billion,  about  the  same  as  the  dollar  increase  in  nonresidential 
fixed  investment  and  about  one-half  of  the  increase  in  personal  con¬ 
sumption  expenditures.  Export  growth  has  continued  strong  at  an 
annual  average  rate  of  16.2  percent,  while  import  growth  has  slowed 
by  one-half  to  5.2  percent.  Real  exports  of  agricultural  products  were 
up  at  an  annual  average  rate  of  10.4  percent,  real  exports  of  nonagri- 
cultural  products  rose  19.5  percent,  real  imports  of  nonpetroleum 
products  rose  1.5  percent,  and  real  imports  of  petroleum  products 
rose  9.4  percent.  All  major  merchandise  export  components  gfrew 
strongly  in  1988,  with  consumer  goods  up  36.3  percent,  capital 
goods  except  autos  up  24.9  percent,  foods,  feeds,  and  beverages  up 
12.0  percent,  and  industrial  supplies  and  materials  up  17.6  percent. 
The  trade  balance  in  industrial  supplies  has  seen  the  greatest  im¬ 
provement,  up  $12.6  billion.  Following  industrial  supplies,  the  capital 
goods  balance  improved  $9.8  billion,  despite  a  15.5  percent  increase 
in  capital  goods  imports;  autos  were  up  $5.2  billion;  consumer  goods 
rose  $4.7  billion;  and  the  food,  feeds,  and  beverages  balance  in¬ 
creased  $3.7  billion. 

Spending  restraint  and  fewer  purchases  of  agricultural  products  by 
the  Commodity  Credit  Corporation  (CCC)  induced  by  the  drought 
reduced  Federal  Government  spending  on  goods  and  services  in 
1988.  Real  Federal  spending  on  goods  and  services  fell  at  an  annual 
average  rate  of  10.4  percent  over  the  first  three  quarters  of  1988, 
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with  defense  spending  down  5.8  percent  and  nondefense  spending 
down  25.6  percent.  All  components  of  defense  spending  fell  in  1988, 
with  durable  goods  accounting  for  most  of  the  decline.  Virtually  all 
of  the  decline  in  nondefense  purchases  is  attributable  to  the  change 
in  inventories  held  by  the  CCC.  Excluding  the  CCC  inventory 
change,  real  nondefense  spending  grew  at  an  annual  average  rate  of 
0.7  percent,  while  total  real  Federal  purchases  were  down  only  4.6 
percent. 

Real  personal  consumption  expenditures  grew  at  an  annual  aver¬ 
age  rate  of  3.8  percent  during  the  first  three  quarters  of  1988,  but 
part  of  this  rise  simply  reflects  the  low  base  of  the  fourth  quarter  of 

1987.  Much  of  the  decline  in  real  personal  consumption  expenditures 
during  the  fourth  quarter  of  1987  occurred  in  new  automobile  pur¬ 
chases,  which  fell  after  sales  incentives  expired  in  September  1987.  If 
real  consumer  purchases  of  new  autos  during  the  fourth  quarter  of 
1987  had  grown  at  the  same  rate  as  their  average  during  the  fourth 
quarter  of  1987  and  the  first  quarter  of  1988,  real  personal  consump¬ 
tion  expenditures’  growth  during  the  first  three  quarters  of  1988 
would  be  3.2  percent,  close  to  its  postwar  average  annual  growth. 

After  falling  3.5  percent  in  1987,  real  residential  fixed  investment 
fell  at  an  annual  average  rate  of  0.8  percent  during  the  first  three 
quarters  of  1988.  Most  of  the  decline  in  both  years  occurred  in  multi¬ 
family  structures,  reflecting  the  large  supply  of  these  structures  cre¬ 
ated  by  tax  incentives  that  existed  until  1987.  Spending  on  single¬ 
family  structures  fell  at  an  average  rate  of  2.5  percent  per  year  over 
the  first  three  quarters  of  1988,  with  most  of  the  decline  occurring  in 
the  first  quarter. 

Real  State  and  local  government  purchases  of  goods  and  services 
grew  an  average  2.6  percent  per  year  over  the  first  three  quarters  of 

1988,  slightly  slower  than  GNP  and  about  the  same  as  their  2.5  per¬ 
cent  pace  in  1987.  Purchases  of  goods  grew  at  an  annual  average  rate 
of  6.5  percent,  while  spending  on  services  grew  2.4  percent.  After 
almost  8  percent  average  growth  in  1985  and  1986,  spending  on  in¬ 
frastructure  slowed  in  1987,  and  the  weakness  continued  into  1988. 
Spending  on  structures  fell  at  an  annual  average  rate  of  2.0  percent 
in  1988,  after  rising  1.7  percent  in  1987. 

Over  the  first  three  quarters  of  1988,  business  inventory  invest¬ 
ment  fell  a  total  of  $27.6  billion.  All  of  the  decline  occurred  in  non¬ 
farm  business  inventories,  which  fell  $27.8  billion. 

PRICES,  WAGES.  AND  EMPLOYMENT 

Employment  continued  to  increase  strongly  in  1988.  Civilian  em¬ 
ployment  rose  by  2.2  million  through  November,  while  the  civilian 
unemployment  rate  fell  0.4  percentage  point  to  5.4  percent,  among 
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the  lowest  rates  in  14  years.  Nonfarm  payroll  employment  increased 
by  3.4  million  during  the  first  1 1  months  of  1988,  with  strong  gains 
in  export-related  industries. 

Continued  strong  employment  gains  were  barely  reflected  in 
stronger  compensation  growth  in  1988.  Compensation  per  hour  in 
the  nonfarm  sector  increased  4.5  percent  on  average  during  the  first 
three  quarters  of  1988,  slightly  above  its  1987  rate  of  increase,  and 
real  compensation  growth  increased  about  0.1  percent,  after  falling 
slightly  in  1987.  The  growth  in  compensation  per  hour  in  manufac¬ 
turing  increased  to  4.4  percent  on  average  during  the  first  three 
quarters  of  1988,  almost  three  times  as  fast  as  in  1987,  while  unit 
labor  costs  were  up  0.3  percent,  after  falling  1.7  percent  in  1987.  Ab¬ 
stracting  from  short-term  movements,  the  trends  in  nominal  compen¬ 
sation  per  hour  and  in  unit  labor  costs  were  rising  slightly  during 
1988,  but  do  not  point  to  serious  cost  pressures  in  the  aggregate 
(Chart  7-4). 


Hourly  Compensation  and  Prices 


Percent  change  from  same  quarter  one  year  earlier 


Sources:  Departtnam  of  Commerce  and  Department  of  Labor. 


Signs  of  any  rise  in  inflation  were  mixed  in  1988.  Producer  prices 
grew  somewhat  faster  in  1988  than  in  1987,  but  the  increase  was 
minor.  The  consumer  price  index  for  urban  consumers  increased  4.4 
percent  in  the  first  11  months  of  1988,  but  excluding  the  volatile 
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food  and  energfy  components,  consumer  prices  increased  4.6  percent 
during  the  year,  only  slightly  above  the  average  of  the  past  5  years. 

THE  IMPACT  OF  THE  DROUGHT 

The  drought  of  1988  was  one  of  the  worst  on  record  for  principal 
agricultural  regions  of  the  Midwest  and  Upper  Mountain  States.  The 
drought  began  early  in  the  growing  season  and  rains  were  delayed 
long  enough  to  drastically  reduce  yields  of  com  and  soybeans,  as 
well  as  less  important  crops  such  as  spring  wheat,  barley,  oats,  and 
some  Midwest  vegetables.  Hay  crops  and  livestock  forage  in  pastures 
were  also  severely  reduced. 

Impacts  of  the  drought  on  other  regions  and  industries  have  been 
smaller  or  localized.  Stream  flows  in  the  Tennessee  Valley  had 
already  been  reduced  by  several  years  of  smaller  amounts  of  precipi¬ 
tation.  Shipping  and  electrical  generation  were  hampered  in  several 
regions.  In  the  Far  West,  2  years  of  drought  have  reduced  water  sup¬ 
plies  to  extremely  low  levels.  Although  these  low  water  supplies  had 
little  effect  on  1988  output,  if  precipitation  in  the  winter  of  1989  is 
below  normal  again,  crop  losses  in  the  irrigated  valleys  of  the  Far 
West  will  be  severe.  Forest  fires  and  water  shortages  have  been  local¬ 
ized  with  little  distinguishable  impact  on  the  economy  as  a  whole.  Po¬ 
tentially  important  losses  attributable  to  higher  barge  transportation 
costs  were  not  a  major  impediment  to  economic  activity.  Finally,  de¬ 
spite  severe  losses  to  some  financial  institutions  in  the  agricultural 
areas,  the  health  of  the  rural  financial  system  continued  to  improve. 

The  effects  of  the  drought  clearly  distinguishable  in  the  national 
income  and  product  accounts  are  crop  and  livestock  losses.  For  the 
1988  crop  year,  com  production  was  more  than  30  percent  below 
pre-drought  expectation  and  soybeans  were  20  percent  below  expect¬ 
ed  levels.  Lost  crop  and  livestock  production  attributable  to  the 
drought  totaled  about  $12.3  billion  in  1988  in  terms  of  1982  farm 
prices  or  about  0.7  percent  of  real  GNP  for  the  year.  However,  the 
loss  in  growth  is  temporary.  With  normal  weather  in  1989,  increased 
farm  output  from  the  low  1988  base  will  raise  the  projected  GNP 
growth  for  1989  on  a  fourth-quarter-over-fourth-quarter  basis  by  ap¬ 
proximately  the  same  0.7  percent  over  what  would  have  been  expect¬ 
ed  had  the  drought  not  occurred. 

Large  inventory  stocks  have  moderated  the  drought’s  effect  on 
prices,  but  cash  market  prices  for  com  and  wheat  are  up  about  30 
percent  relative  to  pre-drought  levels.  Because  of  the  importance  of 
nonfarm  inputs  and  farm  goods  unaffected  by  the  drought,  however, 
higher  commodity  prices  from  the  drought  added  about  1  percentage 
point  to  the  rise  in  retail  food  prices  for  1988. 
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Higher  crop  prices  also  affect  the  quantity  of  U.S.  agricultural  ex¬ 
ports  and  raise  the  costs  that  livestock  producers  and  other  produc¬ 
ers  face  in  the  food  industry.  However,  higher  output  prices  raised 
gross  cash  receipts  of  fanners  in  1988.  Net  cash  income  was  near 
record  high  levels  in  1988  because,  in  the  aggregate,  the  higher 
output  prices  that  farmers  received  more  than  offset  the  yield  losses 
and  higher  input  prices.  Direct  payments  under  the  drought  assist¬ 
ance  legislation  and  feed  assistance  and  crop  insurance  also  support¬ 
ed  incomes,  as  did  the  sale  of  farm  inventories  at  sharply  higher 
prices. 

MACROECONOMIC  POLICIES 

Spending  restraint  and  fewer  Commodity  Credit  Corporation  pur¬ 
chases  of  agricultural  products  because  of  the  drought  helped  lower 
the  Federal  Government  budget  deficit  in  fiscal  1988.  Nevertheless, 
the  deficit  on  a  unified  budget  basis  rose  to  $155.1  billion,  $4.7  bil¬ 
lion  more  than  in  fiscal  1987.  Total  outlays  rose  $59.5  billion  to 
$1,064.1  billion,  while  total  receipts  rose  $54.9  billion  to  $909.0  bil¬ 
lion.  The  increase  in  the  deficit  between  1987  and  1988  is  attributa¬ 
ble  to  the  reversal  of  special  factors  that  reduced  the  1987  deficit. 
The  phase-in  of  the  Tax  Reform  Act  of  1986  added  $21.5  billion  to 
receipts  in  1987,  but  reduced  tax  collections  by  $4.5  billion  in  1988. 
Timing  changes,  such  as  the  1-day  shift  in  military  pay,  and  one-time 
savings  such  as  the  sale  of  Conrail,  held  down  net  outlays  by  $10.5 
billion  in  1987.  Without  these  special  factors,  the  deficit  would  have 
declined  by  $31.1  billion  between  1987  and  1988. 

When  discussing  monetary  policy  in  1988,  it  is  important  to  distin¬ 
guish  policy  from  actions  designed  to  achieve  that  policy.  Monetary 
policy  is  summarized  currently  by  Federal  Reserve  announcements  of 
target  ranges  for  the  annual  growth  of  M2  and  M3.  The  target  ranges 
are  usually  3  to  4  percentage  points  wide,  reflecting  the  uncertainty 
about  the  relationship  of  these  monetary  aggregates  to  economic  ac¬ 
tivity.  Over  the  course  of  a  year  the  Federal  Reserve  may  take  various 
actions  to  keep  the  aggregates  within  their  target  ranges.  Apart  from 
unexpected  shocks  to  money  demand  and  supply,  these  actions 
should  not  be  interpreted  as  changes  in  policy  unless  they  result  in 
money  growth  outside  the  announced  target  ranges. 

In  1988  the  Federal  Reserve  achieved  its  announced  monetary 
policy  for  the  first  time  in  3  years.  The  growth  rates  of  both  M2  and 
M3  were  comfortably  within  their  target  ranges  at  year-end.  Early  in 
the  year  the  Federal  Reserve  allowed  monetary  aggregates  to  ap¬ 
proach  the  upper  limit  of  their  target  ranges  in  order  to  limit  any  im¬ 
pacts  of  the  stock  market  crash  on  economic  activity.  By  March  it  was 
evident  that  the  stock  market  crash  would  not  seriously  affect  spend- 
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ing  growth,  and  the  Federal  Reserve  began  taking  actions  that 
brought  the  growth  of  the  monetary  aggregates  closer  to  the  mid¬ 
point  of  target  ranges  by  the  third  quarter  of  the  year. 

In  July  the  Federal  Reserve  announced  its  preliminary  policy  inten¬ 
tions  for  1989.  It  lowered  the  target  range  for  M2  from  4  to  8  per¬ 
cent  in  1988  to  3  to  7  percent  in  1989.  For  M3,  it  lowered  the  target 
range  from  4  to  8  percent  to  3.5  to  7.5  percent  for  1989.  The  lower¬ 
ing  of  the  target  ranges  is  consistent  with  the  Federal  Reserve’s 
desire,  expressed  in  its  targets,  to  promote  a  steady  reduction  in  the 
inflation  rate  over  time.  The  Federal  Reserve’s  target  of  slightly 
faster  gfrowth  for  M3  reflects  its  expectation  that  the  public  will  sub¬ 
stitute  away  from  M2  assets  and  toward  assets  found  in  the  broader 
monetary  aggregates.  If  both  M2  and  M3  remain  near  the  midpoints 
of  their  target  ranges  in  1988,  the  transition  to  modestly  slower 
growth  of  the  monetary  aggregates  in  1989  is  likely  to  be  a  smooth 
one. 


THE  ECONOMIC  OUTLOOK 

The  Administration’s  economic  forecast  for  1989  reflects  three 
continuing  changes  in  the  U.S.  economy:  improved  international 
competitiveness,  more  restrictive  macroeconomic  policies,  and  the  ef¬ 
fects  of  temporary  shocks  to  the  economy.  The  forecast  anticipates  a 
continuation  of  the  transition  of  the  U.S.  economy  from  growth  led 
by  domestic  demand  to  growth  driven  by  expanding  world  markets, 
the  result  of  the  United  States’  improved  competitive  position.  Tem¬ 
pering  overall  growth,  however,  are  policies  of  monetary  and  -fiscal 
restraint.  Slower  monetary  growth  for  most  of  1988  following  rapid 
growth  in  the  first  part  of  the  year,  reflects  two  major  considerations: 
the  cessation  of  post-crash  fears  of  recession  and  the  long-run  na¬ 
tional  commitment  to  achieve  stable  prices.  Adherence  to  the  deficit 
reduction  targets  of  the  Gramm-Rudman-Hollings  legislation  contin¬ 
ues  to  encourage  fiscal  restraint.  These  policies  are  expected  to  hold 
nonfarm  economic  growth  below  its  1988  pace. 

As  the  economy  approaches  full  use  of  its  current  resources,  slower 
gfrowth  relative  to  the  rapid  pace  of  recent  years  is  a  desired  develop¬ 
ment.  Slower  domestic  demand  growth  will  allow  for  the  continued 
expansion  of  the  Nation’s  international  sector.  Slower  overall  gfrowth 
will  enable  capacity  to  expand  to  meet  demands  in  future  years  and 
continue  the  current  record-setting  expansion. 

The  Administration’s  economic  forecast  anticipates  that  real  GNP 
will  rise  3.5  percent  from  the  fourth  quarter  of  1988  to  the  fourth 
quarter  of  1989,  after  increasing  an  estimated  2.6  percent  during 
1988.  These  figures  are  not,  however,  representative  of  the  underly- 
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ing  pattern  of  slower  growth  expected  for  most  sectors  of  the  econo¬ 
my  in  1989.  Distorting  the  picture  of  slower  growth  are  the  conclud¬ 
ing  effects  of  last  year’s  drought.  The  impact  of  the  drought  on  crop 
and  livestock  output  lowered  overall  growth  last  year,  and  the  expect¬ 
ed  return  to  more  normal  weather  conditions  and  farm  output  levels 
will  temporarily  boost  real  GNP  growth  in  1989.  As  noted  above, 
lower  drought-induced  farm  output  in  1988  is  estimated  to  have  sub¬ 
tracted  0.7  percentage  point  from  real  GNP  growth  in  1988  (fourth 
quarter  to  fourth  quarter),  and  the  anticipated  rebound  in  farm  pro¬ 
duction  this  year  will  contribute  approximately  0.7  percentage  point 
to  gfrowth  in  1989.  After  adjusting  for  the  impact  of  the  drought  on 
farm  production,  real  GNP  is  estimated  to  have  grown  3.3  percent  in 

1988.  Drought-adjusted  GNP  growth  is  forecast  to  be  2.8  percent  in 

1989,  indicating  continued  healthy  expansion  of  the  nonfarm  econo¬ 
my,  but  at  a  somewhat  slower  pace  than  during  1988  and  significant¬ 
ly  slower  than  the  rapid  but  likely  unsustainable  5.0  percent  pace  of 
real  GNP  in  1987. 

The  gfrowth  rates  of  components  of  real  GNP  for  1989,  partially 
detailed  in  Table  7-2,  reflect  the  slowing  trend  in  the  nonfarm  econ¬ 
omy  as  well  as  the  continued  trend  toward  expanding  international 
trade  and  slower  domestic  demand.  All  components  except  residen¬ 
tial  and  inventory  investment  and  government  purchases  are  project¬ 
ed  to  rise  at  a  somewhat  slower  pace  in  1989  relative  to  1988. 

Table  7-2. — Economic  Outlook  for  1989 


Consistent  with  slower  domestic  demand,  real  consumer  purchases 
are  forecast  to  increase  2.0  percent  this  year,  down  from  the  estimat¬ 
ed  3.3  percent  pace  of  1988.  Slower  consumption  growth  relative  to 
income  growth  is  expected  to  lift  the  personal  saving  rate  somewhat 
in  1989.  Reflecting  the  continued  trade-oriented  realignment  of  the 
U.S.  economy,  a  continued  strong  increase  in  real  net  exports  is  pro¬ 
jected  partly  to  offset  slower  personal  consumption  growth.  As  the 
result  of  growing  U.S.  competitiveness  in  world  markets,  exports  will 
continue  to  be  one  of  the  biggest  factors  contributing  to  growth  in 
1989.  Real  import  gfrowth  will  slow  compared  with  growth  in  recent 
years,  as  the  result  of  slower  drought-adjusted  GNP  growth  and  con¬ 
tinued  substitution  away  from  more  costly  foreign,  toward  less  costly 
domestically,  produced  products.  Although  the  improvement  in  real 
net  exports  is  not  expected  to  continue  at  the  record-setting  pace  of 
1988,  the  trade  sector  of  the  economy  is  projected  to  contribute  sig¬ 
nificantly  to  gfrowth  in  1989  and  beyond. 

The  need  for  further  capacity  in  the  exporting  and  import-compet¬ 
ing  sectors  of  the  economy  is  anticipated  to  continue  to  stimulate 
growth  in  nonresidential  fixed  investment.  Continued  export  demand 
should  also  help  support  capital  goods  production.  Owing  to  these 
factors,  nonresidential  fixed  investment  is  forecast  to  rise  a  substan¬ 
tial  4.9  percent  in  1989,  slower  than  the  estimated  8.4  percent 
growth  rate  achieved  in  1988. 

Residential  investment  is  projected  to  rise  modestly  in  1989,  fol¬ 
lowing  the  modest  estimated  gains  during  the  second  half  of  1988. 
The  recent  rise  comes  after  nearly  a  year  and  a  half  of  decline, 
prompted  partly  by  reduced  incentives  for  multi-unit  construction 
arising  under  the  Tax  Reform  Act  of  1986. 

After  subtracting  significantly  from  growth  in  1988,  inventory  in¬ 
vestment  is  also  expected  to  contribute  to  GNP  growth  in  1989,  as 
inventory-building  progresses  at  a  slower  but  more  sustainable  pace. 
The  decline  in  the  pace  of  inventory-building  in  1988  reflects  a 
return  to  more  normal  inventory-building  patterns  in  the  nonfarm 
sectors  of  the  economy  following  a  large  unanticipated  accumulation 
of  inventories  in  the  fourth  quarter  of  1987,  when  domestic  final 
sales  growth  temporarily  halted.  In  the  farm  sector,  inventories  are 
expected  to  accumulate  in  1989  after  substantial  drought-induced 
withdrawals  for  most  of  1988. 

Government  purchases  at  the  State  and  local  levels  in  1989  are 
projected  to  increase  3.0  percent,  similar  to  the  pace  of  1988.  At  the 
Federal  level,  further  decline  in  real  purchases  is  expected  in  1989 
which  will  help  to  moderate  domestic  growth.  Although  Table  7-2 
indicates  that  the  decline  in  total  Federal  purchases  appears  to  be 
slowing  in  1989  relative  to  1988,  the  drought  explains  much  of  the 
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1988  drop.  Net  CCC  farm  inventory  purchases  were  reduced  as 
higher  drought-related  crop  prices  and  lower  production  induced 
fanners  to  redeem  crops  and  the  CCC  to  sell  inventories  directly  to 
the  open  market.  Crop  redemption  and  government  inventory  sales 
are  expected  to  diminish  in  1989,  as  farm  production  recovers.  Project¬ 
ed  real  Federal  purchases,  after  adjusting  for  the  one-time  effect  of  the 
drought,  reflect  continued  declines  in  1989,  following  the  pattern  set 
in  1988. 

Inflation,  as  measured  by  the  GNP  deflator,  is  forecast  to  be  3.7 
percent  in  1989  on  a  fourth-quarter-to-fourth-quarter  basis,  com¬ 
pared  with  an  estimated  3.9  percent  in  1988.  In  line  with  slower 
growth  in  the  nonfarm  economy,  little  change  is  expected  in  capacity 
utilization  rates  and  the  rate  of  unemployment  this  year.  This  will 
help  to  contain  sectoral  capacity  problems  that  can  put  upward  pres¬ 
sure  on  prices.  Also,  higher  energy  prices  at  the  retail  level  and 
higher  farm  prices  were  temporary  factors  helping  to  raise  prices  in 
1988.  The  end  of  the  drought,  coupled  with  currently  lower  crude  oil 
prices,  is  expected  to  moderate  price  increases  during  1989,  and 
keep  reported  rates  of  inflation  within  the  approximately  3  percent  to 
4  percent  range  of  previous  years.  Consistent  with  slower  growth  and 
moderating  inflation  is  the  expectation  of  somewhat  lower  interest 
rates  in  1989. 

PROJECTIONS  FOR  1990-94 

Table  7-3  summarizes  the  Administration’s  medium-term  econom¬ 
ic  projections  for  the  period  1990  through  1994.  The  projections  are 
not  year-to-year  forecasts;  rather,  they  indicate  expected  trends  based 
on  underlying  factors,  discussed  in  the  next  section,  that  will  allow 
continued  expansion  of  the  economy’s  capacity  to  produce.  These 
projections  are  contingent  on  the  successful  implementation  of  cur¬ 
rent  and  proposed  government  policies  and  on  the  assumption  of  no 
serious  adverse  shocks  to  growth.  Implicit  in  these  figures  is  the  as¬ 
sumption  that  the  free-market,  incentive-oriented  policies  of  this  Ad¬ 
ministration,  which  have  promoted  the  growth  and  more  efficient  use 
of  national  resources,  will  continue  in  coming  years.  In  particular,  the 
projections  embody  the  assumption  that  Federal  sp>ending  continues 
to  be  brought  under  control  and  that  the  benefits  of  tax  reform  are 
retained.  Through  spending  restraint  and  economic  growth,  the  Fed¬ 
eral  deficit  is  assumed  to  decline  in  line  with  the  Gramm-Rudman- 
Hollings  targets  for  deficit  reduction.  It  is  also  assumed  that  the  Fed¬ 
eral  Reserve  provides  sufficient  expansion  of  monetary  aggregates  to 
maintain  economic  growth,  while  fostering  continued  progress 
toward  the  long-term  goal  of  price  stability. 
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Table  7-3. — Adminisiralion  Economic  Assumptions,  1988-94 
|C«l«ndar  yurs] 


Item 

1988 

1989 

1990 

1991 

1992 

1993 

1994 

Percent  change,  year  to  year 

Real  GNP . 

■B 

3.2 

3.3 

B 

3.2 

3.2 

Real  compensation  per  liour' . 

■ 

■1 

1.2 

1.8 

1.9 

1.9 

Output  pef  hour'  . 

1.5 

1.2 

1.8 

2.1 

2.1 

2.1 

Consumer  price  index' . 

4.0 

3.8 

3.7 

B 

2.7 

2.2 

1.7 

Annual  level 

Employment  (millions)' . 

116.7 

118.6 

120.4 

122.3 

124.0 

125.7 

127.4 

Unemployment  rate  (percent)* . 

5.4 

5.2 

5.1 

1 _ 

5.0 

5.0 

5.0 

5.0 

■  Nonfartn  business,  all  persons. 

*  For  urban  wage  earners  and  clerical  workers. 

’  Includes  resiamt  Armed  Forces. 

*  Unemployed  as  percent  of  labor  force  including  resident  Armed  Forces. 
Source:  Council  of  Economic  Advisers. 


The  Full  Employment  and  Balanced  Growth  Act  of  1978  requires 
that  the  Economic  Report  of  the  President,  together  with  the  Annual  Report 
of  the  Council  of  Economic  Advisers,  include  an  investment  policy  report 
and  a  review  of  progress  in  achieving  goals  specified  in  the  act.  The 
strongest  incentive  for  expanding  the  employment  of  both  physical 
and  human  resources  is  profitable  and  growing  markets.  Major  policy 
goals  of  this  Administration  have  been  to  promote  a  stable  noninfla¬ 
tionary  macroeconomic  environment  and  encourage  private  initiative 
to  adjust  to  take  advantage  of  changing  market  conditions.  Progress 
toward  achieving  these  goals  has  allowed  the  current  expansion  to 
continue  into  its  seventh  year.  As  a  result,  real  nonresidential  fixed 
investment  has  grown  more  than  40  percent  in  6  years,  a  peacetime 
record  compared  with  similar  timespans  following  previous  postwar 
recession  troughs. 

Table  7-3  presents  estimates  of  important  macroeconomic  meas¬ 
ures  that  address  the  goals  specified  in  the  act.  The  table  shows  con¬ 
tinued  economic  gfrowth,  rising  compensation,  lower  rates  of  unem¬ 
ployment,  and  further  progress  toward  price  stability.  The  unemploy¬ 
ment  rate  recently  has  fallen  to  the  lowest  level  in  14  years,  while  the 
share  of  the  adult  population  employed  has  increased  to  its  highest 
level  in  the  Nation’s  history.  Unlike  the  expansions  of  the  past  40 
years,  this  expansion  of  employment  and  output  has  been  accompa¬ 
nied  by  a  stable  rate  of  inflation.  The  policies  of  this  Administration 
have  done  much  to  achieve  the  goals  specified  in  the  act.  Continued 
adherence  to  these  policies  in  the  future  is  necessary  to  ensure 
progress  toward  meeting  these  goals. 
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DETERMINANTS  OF  GROWTH  19M-94 


The  long-run  improvement  in  the  Nation’s  standard  of  living  de¬ 
pends  importantly  on  expansion  of  its  capacity  to  produce,  which  in 
turn  is  determined  by  the  growth  and  productiveness  of  its  resources. 
Growth  and  productiveness  are  functions  of  longer  run  underlying 
trends  in  the  economy  and  incentives  created  by  the  economic  envi¬ 
ronment,  the  latter  being  influenced  by  government  policies.  Favor¬ 
able  longer  term  trends,  combined  with  policies  directed  at  improv¬ 
ing  growth  and  maintaining  the  healthy  economic  climate  the  Nation 
currendy  enjoys,  are  prc^cted  to  maintain  the  momentum  that  the 
economy  has  developed  during  the  1980s,  returning  it  to  the  trend 
rate  of  gfrowth  of  the  postwar  era. 

Over  the  projection  period,  these  long-run  forces — growth  of  the 
labor  force  and  labor  productivity — are  supplemented  by  changes  in 
the  utilization  of  capital  and  labor.  The  productivity  of  labor  depends 
on  the  education,  exp>erience,  and  the  skills  of  the  labor  force;  on  the 
supplies  of  physical  capital  and  other  cooperating  factors  of  produc¬ 
tion;  and  on  the  technological  efficiency  of  resource  allocation.  Influ¬ 
encing  the  supply  of  labor  are  the  size  of  the  general  population  and 
its  demographic  characteristics  and  incentives  to  undertake  employ¬ 
ment  in  the  market  economy.  The  cyclical  state  of  the  economy  affects 
the  use  of  capital  and  labor  by  encouraging  or  discouraging  the  search 
for  jobs,  by  changing  the  mix  of  factors  in  production,  and  by  chang¬ 
ing  the  demand  for  inputs. 

A  detailed  breakdown  of  the  components  that  make  up  these 
sources  of  growth,  organized  into  an  accounting  framework,  is  pre¬ 
sented  in  Table  7-4.  In  order  to  focus  on  trends  in  the  economy  and 
to  avoid  the  complications  of  cyclical  fluctuations,  the  first  two  col¬ 
umns  of  the  table  show  growth  rates  from  business  cycle  peak  to 
business  cycle  peak  for  historical  periods.  The  third  column  shows 
gfrowth  from  the  peak  of  the  last  business  cycle  through  the  third 
quarter  of  1988,  and  the  final  column  presents  growth  rates  over  the 
projection  period,  which  extends  through  1994. 

Growth  of  the  labor  force  is  expected  to  slow  somewhat  further 
during  the  projection  period,  mainly  because  of  changes  in  the  de¬ 
mographic  composition  of  the  population.  The  g^dual  decline  in  the 
growth  rate  of  the  adult  population,  which  has  occurred  since  the 
baby-boom  generation  reached  adulthood  in  the  1960s  and  1970s,  is 
expected  to  continue  into  the  next  decade.  As  Table  7-4  shows,  in¬ 
creases  in  labor  force  participation  (the  fraction  of  the  adult  popula¬ 
tion  in  the  labor  force)  also  determine  labor  force  growth.  Strongly 
rising  rates  of  labor  force  participation  that  have  existed  since  the 
1970s  are  expected  to  continue  in  coming  years.  Increases  in  overall 
participation  will  likely  reflect  continued  entry  of  women  into  the 
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Table  7-4. — Accounting  for  Growth  in  Real  GMP,  1948-94 
(AMfife  imwal  percent  change) 


Item 

19«  IV 
to 

1961  M 

1973  IV 

la 

1981  IN 

1981  HI 
ta 

1988  M 

1988  HI 
to 

1994  IV 

GROWTH  M: 

1)  CwikMi  nentmtitutienal  populatloa  agad  16  and  ovar . 

1.5 

1.8 

■ 

0.9 

.2 

.5 

.5 

1.8 

2.4 

1.7 

1.4 

.1 

-.1 

-.4 

5)  EQUALS:  Civilian  amployniant . 

1.7 

2.0 

1.5 

6)  PLUS:  Nonfarm  businass  emptoymanl  as  share  of  civilian  employnient . 

.1 

.1 

■tl 

.2 

7)  EQUALS:  Nonfarm  business  employment . 

1.7 

2.1 

1.7 

8)  PLUS:  Average  weekly  hours  (nonfarm  business) . 

-.4 

-.6 

-.1 

-.1 

9)  EQUALS:  Hours  of  aH  persons  (nonfarm  business) . 

1.4 

1.5 

2.2 

1.6 

10)  PLUS:  Output  per  hour  (productivity,  nonfarm  business) . 

1.9 

.6 

1.4 

1.9 

11)  EQUALS:  Nonfarm  business  output . 

3.3 

2.0 

3.7 

3.6 

12)  LESS:  Nonfarm  business  ou^t  as  share  of  real  GNP . 

-.0 

-.1 

.7 

.4 

13)  EQUALS:  Real  GNP . 

3.3 

2.2 

3.0 

3.2 

Note.— Based  on  seasonally  adjusted  data.  Detail  may  not  add  to  totals  due  to  rounding. 

Sources:  Department  of  Commerce  (Bureau  of  the  Census  and  Bureau  of  Economic  Analysis),  Department  of  Labor  (Bureau  of 
Labor  Statistics),  and  Council  of  Economic  Advisers. 


work  force,  higher  participation  of  young  workers  as  they  make  up  a 
smaller  proportion  of  the  population,  and  a  slowing  of  the  decline  in 
participation  of  people  over  55.  Reductions  in  marginal  tax  rates  on 
labor  income  initiated  during  this  Administration  are  expected  to  en¬ 
courage  labor  force  participation  in  the  years  ahead.  Furthermore, 
maintenance  of  a  stable,  growing  economy  with  expanding  employ¬ 
ment  opportunities  encourages  increased  labor  force  participation. 
Overall,  the  civilian  labor  force  is  projected  to  rise  1 .4  percent  per 
year  during  the  projection  period. 

Changes  in  the  utilization  of  labor  are  indicated  by  the  growth  of 
employment  relative  to  the  labor  force.  Civilian  employment  is  pro¬ 
jected  to  grow  at  an  annual  average  rate  that  is  slightly  faster  than 
labor  force  growth  over  the  projection  p)eriod,  reflecting  further 
modest  declines  in  the  rate  of  unemployment.  The  0.1  p>ercent 
annual  increase  in  the  employment  rate  app>earing  in  the  last  column 
of  the  table  reflects  the  estimated  decline  in  the  unemployment  rate 
from  current  levels  to  5.0  percent  in  1991  and  later  years.  It  is  as¬ 
sumed  that,  at  approximately  this  level,  remaining  unemployment  is 
largely  frictional. 

The  estimate  of  civilian  employment  growth  is  adjusted  to  cover 
the  nonfarm  business  sector  in  order  to  match  published  statistics  for 
productivity.  A  further  adjustment,  to  account  for  a  slight  projected 
decline  in  the  length  of  the  workweek,  yields  the  growth  rate  of  total 
hours  available  for  production  indicated  in  Table  7-4.  The  sum  of 
the  growth  rate  of  total  hours  and  the  growth  rate  of  outpmt  p>er  hour 
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(productivity  for  nonfarm  business)  determines  the  gfrowth  rate  of 
nonfarm  business  output  over  the  medium  term.  After  adjustments 
for  the  effect  of  relatively  stronger  growth  in  the  nonfarm  business 
sector  than  in  other  sectors  in  the  economy,  the  rate  of  growth  of 
real  GNP  is  shown  on  the  final  line  of  Table  7-4. 

The  table  shows  that  the  average  growth  rate  of  real  GNP  through 
1994  is  projected  to  be  3.2  percent  a  year,  the  same  as  the  average 
rate  of  the  1948-88  postwar  period.  Continued  strong  increases  in 
labor  force  participation  and  a  higher  rate  of  productivity  growth  are 
projected  to  offset  slower  population  growth. 

Critical  to  these  projections  is  the  assumption  of  continued  pro¬ 
ductivity  growth  at  the  average  rate  of  increase  achieved  from  1948 
to  1981.  This  assumption  recognizes  favorable  trends  in  the  economy 
that  are  expected  to  restore  productivity  growth  to  its  previous  trend, 
as  well  as  policy  initiatives  that  are  expected  to  promote  technologi¬ 
cal  change  and  growth  in  physical  and  human  capital.  Aging  of  the 
baby-boom  generation  implies  a  trend  toward  a  more  experienced, 
more  educated,  and  more  skilled  work  force  that  should  translate 
into  improved  productivity  gfrowth  in  coming  years.  Slower  growth  of 
the  labor  force  will  facilitate  capital  deepening  in  coming  years,  that 
is,  an  increase  in  the  stock  of  capital  per  employed  worker.  Contin¬ 
ued  stability  and  gradual  decline  of  the  inflation  rate  should  also  con¬ 
tribute  to  stronger  productivity  gfrowth  by  reducing  the  cost  of  capital 
and  by  focusing  managerial  energies  on  improving  efficiency  in  re¬ 
source  allocation.  Oil  and  energy  prices  are  expected  to  remain  lower 
than  in  the  late  1970s  and  early  1980s,  implying  that  firms  will  have 
more  resources  to  spend  on  investments  that  enhance  general  pro¬ 
ductivity  than  on  investments  that  reduce  energy  costs. 

Government  policies  should  also  contribute  to  increased  productiv¬ 
ity  growth.  Partly  as  a  result  of  government  initiatives,  research  and 
development  expenditures  as  a  share  of  GNP  are  expected  to  remain 
higher  than  in  the  1970s,  thus  promoting  innovation  and  technologi¬ 
cal  change.  Government  initiatives  to  improve  education  and  to  pro¬ 
mote  investment  in  knowledge  and  human  capital  should  also  lift 
productivity  growth.  Tax  reform  has  lessened  the  distortions  to  in¬ 
vestment  decisions  by  establishing  more  equal  effective  tax  rates 
across  investment  activities.  This  effect,  coupled  with  policy  initiatives 
to  lower  market  barriers  and  distortions,  will  allow  capital  and  labor 
to  realize  their  productive  potential  more  fully.  Finally,  avoiding 
short-run  stabilization  policies  will  increase  the  likelihood  of  main¬ 
taining  a  noninflationary  economic  environment.  That  environment 
will,  in  turn,  allow  private  producers  to  concentrate  on  achieving 
higher  productivity  growth  and  profitability. 
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THE  LEGACY  OF  THIS  ADMINISTRATION 


High  and  rising  inflation,  distorted  tax  incentives,  and  burdensome 
regulation  sapped  the  productive  energies  of  the  Nation  during  the 
1970s.  Productivity  and  real  income  gfrowth  stagnated,  and  U.S.  com¬ 
petitiveness  in  world  markets  was  severely  eroded.  The  cure  for  these 
economic  problems  required  nothing  less  than  a  fundamental  refo¬ 
cusing  of  Federal  Government  responsibilities  and  policy  initiatives. 
This  refocusing  of  government  policy  is  the  legacy  of  this  Adminis¬ 
tration. 

The  underlying  tenet  of  economic  policy  in  this  Administration  is 
that,  with  the  proper  incentives,  private  markets  generally  provide 
more  efficient  economic  outcomes  than  are  possible  with  direct  gov¬ 
ernment  intervention.  Thus,  the  Administration  discarded  social  and 
economic  policies  that  were  wasteful  and  not  incentive-based,  and  re¬ 
versed  activist  aggregate-demand  management  policies.  The  Admin¬ 
istration  undertook  efforts  to  establish  and  maintain  a  stable  policy 
environment  in  which  private  initiative  played  the  major  role  in  pro¬ 
viding  desired  outcomes.  At  the  same  time,  the  Federal  Government 
continued  to  support  basic  public  infiastructure  investments  and  pro¬ 
vide  a  social  safety  net. 

Stable  and  incentive-based  economic  policies  have  served  the 
Nation  well  in  the  past.  Real  incomes  and  standards  of  living  im¬ 
proved  rapidly  between  1900  and  1913,  during  the  1920s,  and  be¬ 
tween  1946  and  1965,  when  the  money  supply  generally  grew  at  a 
noninflationary  rate  and  Federal  Government  spending  was  geared  to 
providing  basic  services.  On  the  other  hand,  economic  performance 
deteriorated  when  such  policies  were  not  followed.  For  example,  re¬ 
cession  turned  into  depression  during  the  early  1930s  when  the  Fed¬ 
eral  Reserve  allowed  the  money  supply  to  fall  by  one-third  between 
1929  and  1933,  and  U.S.  beggfar-thy-neighbor  trade  policies  incited 
retaliation  and  a  consequent  decline  in  world  trade  and  income.  In¬ 
flationary  monetary  policy,  high  tax  rates  and  inflation-distorted  tax 
incentives,  and  a  large  and  growing  regulatory  burden  contributed  to 
the  stagnation  of  the  1970s. 

The  redefinition  of  fiscal  policy  under  this  Administration  has  been 
aptly  described  as  a  fiscal  revolution.  This  revolution  has  not  over¬ 
thrown  the  Employment  Act  of  1946,  which  commits  the  Federal 
Government  to  maintaining  high  levels  of  income,  employment,  and 
purchasing  power.  It  has  overthrown  a  long  entrenched  view  of  the 
best  way  to  achieve  the  goals  of  the  act.  Gone  are  attempts  to  smooth 
fluctuations  in  agg^eg^te  demand  through  frequent  changes  in  gov¬ 
ernment  expenditure  and  tax  policies  and  efforts  to  find  a  balanced 
mix  of  fiscal  and  monetary  actions.  As  indicated  in  Chapter  1  of  this 
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Report,  this  activist  policy  has  generally  failed  to  smooth  aggregate 
fluctuations,  and  in  a  few  cases  has  actually  increased  the  variability 
of  aggregate  demand.  Instead,  this  Administration  has  worked  to  es¬ 
tablish  and  maintain  stable  incentives  for  productive  behavior  by  re¬ 
ducing  marginal  tax  rates  on  capital  and  personal  income,  indexing 
personal  income  tax  rates  to  the  rate  of  inflation,  eliminating  wasteful 
tax  preferences  that  distort  incentives,  and  controlling  government 
outlays.  Monetary  policy  has  been  used  principally  to  achieve  and 
maintain  a  modest  rate  of  inflation. 

Another  important  element  of  the  incentive-based  policies  of  this 
Administration  was  a  commitment  to  flexible  exchange  rates  and  free 
international  trade.  The  rationale  for  this  commitment  is  g^ven  in 
Chapter  4,  which  demonstrates  that  international  trade  is  not  a  zero- 
sum  game,  where  an  increase  in  the  exports  of  one  country  offsets  a 
reduction  in  exports  by  other  countries.  Free  trade  expands  world 
trade  and  raises  incomes  of  all  nations. 

Flexible  exchange  rates  and  free  trade  send  a  prompt  and  accurate 
signal  about  the  competitive  position  of  a  nation  in  world  markets. 
The  decline  in  competitiveness  of  U.S.  goods  in  world  markets  cre¬ 
ated  by  the  stagflation  of  the  1970s  was  laid  bare  during  the  first  half 
of  the  1980s,  when  U.S.  goods  lost  a  considerable  market  share  of 
world  trade.  The  efficient  solution  to  this  loss  of  competitiveness  was 
not,  and  is  not,  a  shield  fashioned  from  tariffs,  quotas,  and  other  im¬ 
pediments  to  trade.  Free  trade  gave  U.S.  manufacturers  an  efficient, 
market-based  incentive  to  compete  on  the  basis  of  the  price  and 
quality  of  their  goods.  As  documented  in  Chapter  1  and  earlier  in 
this  chapter,  U.S.  manufacturers  have  lowered  production  costs  and 
improved  their  productivity,  and,  with  help  from  a  lower  value  of  the 
U.S.  dollar  in  foreign  exchange  markets,  they  have  seen  a  substantial 
rise  in  their  world  market  share. 

Flexible  exchange  rates  and  free  trade  impose  a  discipline  on  eco¬ 
nomic  policymakers  worldwide,  providing  the  incentive  to  implement 
sound,  market-based  economic  policies  and  to  coordinate  these  (K>li- 
cies  with  other  countries.  A  good  example  of  this  discipline  appeared 
in  the  early  1980s,  when  the  U.S.  dollar  began  to  appreciate  in  for¬ 
eign  exchange  markets.  The  initial  reason  for  this  appreciation  was 
the  confidence  on  the  part  of  U.S.  and  foreign  investors  that  the  eco¬ 
nomic  policies  of  this  Administration  would  contribute  to  strong  eco¬ 
nomic  gfrowth  and  lower  inflation  in  the  United  States  relative  to  the 
rest  of  the  world.  The  U.S.  dollar  continued  to  appreciate  after  the 
Administration’s  policies  were  implemented,  and  these  expectations 
were  fulfilled.  Foreign  capital  inflows  into  the  United  States  signaled 
to  foreign  governments  that  their  own  economic  policies  needed  to 
be  redirected  in  the  same  manner  as  in  the  United  States.  Other 
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countries  lowered  their  tax  and  inflation  rates,  and  deregulated  and 
privatized  many  of  their  key  industries.  As  countries  implemented 
these  policies,  their  economic  growth  has  increased  and  the  U.S. 
dollar  has  depreciated  in  response. 

The  challenge  for  the  future  is  to  sustain  political  and  economic 
stability  by  maintaining  a  strong  national  defense  and  the  commit¬ 
ment  to  market-based  pK>licies  and  price  stability.  Further  eflbrts  to 
deregulate  domestic  markets  and  international  markets  slated  for  up¬ 
coming  negotiations  under  the  General  Agreement  on  Tariffs  and 
Trade  should  be  assigned  high  priority.  Moreover,  national  govern¬ 
ments  worldwide  must  work  to  establish  consistent  monetary  policies 
to  achieve  and  maintain  price  stability.  With  these  policies  acting  as 
the  foundation,  national  economies  can  build  on  the  achievements 
gained  during  this  President’s  stewardship  of  the  U.S.  economy,  and 
can  continue  to  improve  standards  of  living  worldwide. 


Appendix  A 

REPORT  TO  THE  PRESIDENT  ON  THE  ACnVITIES 
OF  THE 

COUNCIL  OF  ECONOMIC  ADVISERS  DURING  1988 


LETTER  OF  TRANSMITTAL 

Council  of  Economic  Advisers, 
Washington,  D.C.,  December  31,  1988. 

Mr.  President: 

The  Council  of  Economic  Advisers  submits  this  report  on  its 
activities  during  the  calendar  year  1988  in  accordance  with  section 
10(d)  of  the  Employment  Act  of  1946  as  amended  by  the  Full  Em¬ 
ployment  and  Balanced  Growth  Act  of  1978. 

Sincerely, 

Beryl  W.  Sprinkel,  Chairman 
Thomas  Gale  Moore,  Member 
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Report  to  the  President  on  the  Activities  of  the 
Council  of  Economic  Advisers  During  1988 

The  Council  of  Economic  Advisers  was  established  by  the  Employ¬ 
ment  Act  of  1946  to  provide  economic  analysis  and  advice  to  the 
President  and  thus  to  assist  in  the  development  and  implementation 
of  national  economic  policies.  The  Council  also  advises  the  President 
with  regard  to  decisions  on  other  matters  that  affect  the  health  and 
operations  of  the  Nation’s  economy. 

Beryl  W.  Sprinkel  and  Thomas  Gale  Moore  continued  to  serve  as 
Council  Members  in  1988,  with  Dr.  Sprinkel  as  Chairman.  Michael  L. 
Mussa  resigned  as  a  Member  on  September  19,  1988,  to  return  to 
the  University  of  Chicago  where  he  is  the  William  H.  Abbott  Profes¬ 
sor  of  International  Business.  Allan  H.  Meltzer,  the  John  M.  Olin 
Professor  of  Political  Economy  and  Public  Policy  at  Camegie-Mellon 
University,  served  as  a  consultant  to  the  Council  for  macroeconomic 
policies  during  the  remainder  of  the  Administration. 

MACROECONOMIC  POUCIES 

As  is  its  tradition,  the  Council  devoted  much  of  its  time  during 
1988  to  assisting  the  President  in  formulating  economic  policy  objec¬ 
tives  and  designing  programs  to  achieve  them.  In  this  regard,  the 
Chairman  kept  the  President  informed  on  a  continuing  basis  of  im¬ 
portant  macroeconomic  developments  and  advised  the  President  and 
senior  Administration  officials  on  major  policy  issues.  Special  atten¬ 
tion  was  devoted  to  developments,  following  the  1987  stock  market 
crash,  especially  monetary  developments;  conditions  in  the  thrift  in¬ 
dustry;  and  securities  market  regulation. 

The  Council  chaired  an  interagency  forecasting  g;roup,  which  in¬ 
cluded  representatives  from  the  Department  of  the  Treasury  and  the 
Office  of  Management  and  Budget.  This  g^oup  developed  the  eco¬ 
nomic  forecast  and  projections  which  the  Chairman  presented  to  the 
President  and  were  used  in  the  1990  budget. 

The  Chairman,  Council  Members,  and  staff  participated  in  discus¬ 
sions  of  macroeconomic  issues  within  the  Administration  at  various 
levels  including  the  Cabinet  level.  The  Council  also  participated  in 
discussions  of  macroeconomic  policies  with  outside  agencies. 
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INTERNATIONAL  ECONOMIC  POUCIES 

The  Chairman  briefed  the  President  and  senior  White  House  staff 
on  a  number  of  international  economic  issues,  including  briefings  in 
preparation  for  the  Toronto  Economic  Summit.  The  Chairman  con¬ 
tinued  to  serve  as  Chairman  of  the  Economic  Policy  Committee  of 
the  Organization  for  Economic  Cooperation  and  Development 
(OECD).  The  Council  also  continued  in  its  role  as  the  head  of  the 
U.S.  delegation  to  the  Working  Party  on  structural  change  and  do¬ 
mestic  issues.  In  these  roles  the  Council  made  substantial  progress  in 
helping  the  nations  of  Euroi>e  to  recognize  the  costs  of  market  re¬ 
strictions  on  their  economies.  OECD  has  made  structural  reform  a 
major  item  on  its  economic  agenda.  Similar  talks  with  the  Japanese 
Economic  Planning  Agency  have  also  focused  on  structural  reform 
and  macroeconomic  policies. 

The  Council  also  played  an  active  role  in  interagency  trade  organi¬ 
zations.  Issues  that  received  special  attention  this  year  included  the 
Canadian  Free-Trade  Agreement,  the  Omnibus  Trade  bill,  the  Uru¬ 
guay  Round  of  GATT  negotiations,  international  telecommunications 
policy,  agricultural  subsidies,  and  high  definition  television. 

DOMESTIC  MICROECONOMIC  POUCIES 

A  wide  \ariety  of  domestic  microeconomic  issues  received  attention 
during  the  year.  The  Chairman  actively  participated  in  the  Cabinet- 
level  Domestic  Policy  Council  and  Economic  Policy  Council,  dealing 
with  such  issues  as  the  international  agreement  on  chlorofluorocar- 
bons,  space  commercialization,  and  the  deregulation  of  natural  gas 
and  electricity  markets.  The  Council  continued  to  chair  the  working 
groups  on  Privatization  and  Corporate  Sentencing.  The  Council  con¬ 
tinued  its  membership  on  the  Vice  President’s  Task  Force  on  Regula¬ 
tory  Relief,  and  its  membership  on  the  interagency  working  groups 
on  Acid  Rain,  Global  Warming,  and  Immig^tion  Reform. 

The  Chairman  and  Members  were  also  active  participants  in  dis¬ 
cussions  of  a  number  of  labor  issues  during  the  past  year.  Issues 
which  received  special  attention  included  the  minimum  wage,  child 
care,  and  mandatory  health  insurance. 

PUBUC  INFORMATION 

The  Council’s  Annual  Report  is  the  principal  medium  through  which 
the  Council  informs  the  public  of  its  work  and  its  views.  It  is  an  im¬ 
portant  vehicle  for  presenting  the  Administration’s  domestic  and 
international  economic  policies.  Annual  distribution  of  the  Report  in 
recent  years  has  averaged  about  45,000  copies.  The  Council  assumes 
primary  responsibility  for  the  monthly  Economic  Indicators,  which  is 
issued  by  the  Joint  Economic  Committee  of  the  Congress  and  has  a 
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distribution  of  approximately  10,000.  Information  is  also  provided  to 
the  public  through  speeches,  testimony,  press  briefings,  and  other 
public  appearances  by  the  Council  Chairman,  Members,  and  senior 
staff.  The  Council  also  provided  review  and  support  for  a  number  of 
publications,  including  the  White  House  Economic  Bulletin. 

ORGANIZATION  AND  STAFF  OF  THE  COUNCIL 
OFFICE  OF  THE  CHAIRMAN 

The  Chairman  is  responsible  for  communicating  the  Council’s 
views  to  the  President  through  personal  discussions  and  written  re¬ 
ports  on  economic  developments.  The  Chairman  also  represents  the 
Council  at  Cabinet  meetings,  meetings  of  the  Economic  Policy  Coun¬ 
cil  and  Domestic  Policy  Council,  daily  White  House  senior  staff  meet¬ 
ings,  weekly  issues  lunches  with  the  President,  and  at  many  other 
formal  and  informal  meetings  with  the  President  and  senior  White 
House  staff,  as  well  as  with  other  senior  government  officials.  The 
Chairman  guides  and  oversees  the  work  of  the  Council  and  exercises 
ultimate  responsibility  for  directing  the  work  of  the  Members  and  the 
professional  staff. 

COUNCIL  MEMBERS 

Members  of  the  Council  are  involved  in  the  full  range  of  issues 
within  the  Council’s  purview,  and  are  responsible  for  the  daily  super¬ 
vision  of  the  work  of  the  professional  staff.  Members  represent  the 
Council  at  a  wide  variety  of  interagency  and  international  meetings 
and  assume  major  responsibility  for  selecting  issues  for  Council  at¬ 
tention. 

The  small  size  of  the  Council  permits  the  Chairman  and  Members 
to  work  as  a  team  on  most  policy  issues.  There  continued  to  be,  how¬ 
ever,  an  informal  division  of  subject  matter.  Dr.  Moore  has  been  pri¬ 
marily  responsible  for  domestic  and  international  microeconomic  and 
sectoral  analysis  and  regulatory  issues.  Dr.  Mussa  was  primarily  re¬ 
sponsible  for  domestic  and  international  macroeconomic  analysis  and 
economic  projections.  After  Dr.  Mussa’s  departure.  Dr.  Meltzer,  in 
his  role  as  consultant,  took  over  these  duties  as  well  as  a  major  re¬ 
sponsibility  for  the  Council’s  Annual  Report. 

PROFESSIONAL  STAFF 

The  professional  staff  of  the  Council  consists  of  the  Special  Assist¬ 
ant,  the  Senior  Statistician,  10  senior  staff  economists,  2  staff  econo¬ 
mists,  3  junior  staff  economists,  2  associate  junior  staff  economists, 
and  1  research  assistant.  The  professional  staff  and  their  respective 
areas  of  concentration  at  the  end  of  1988  were: 
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special  Assistant  to  the  Chairman 
J.  Steven  Landefeld 
Senior  Staff  Economists 


Janies  N.  Brown .  Microeconomics  and  Labor 

Gregory  S.  Crespi .  Law  and  Economics 

Lauren  J.  Feinstone .  International  Macroeconomics 

Robert  W.  Hahn .  Regulation  and  Banking 

David  N.  Hyman .  Public  Finance  and  Fiscal  Policy 

Carole  E.  Kitti .  Microeconomics  and  Science  and  Technology 

Kim  J.  Kowalewski .  Macroeconomics  and  Monetary  Policy 

Harvey  E.  Lapan .  International  Trade  and  Macroeconomics 

Daniel  A.  Sumner .  Agriculture  and  Labor 

Peter  M.  Taylor .  Macroeconomics  and  Forecasting 


Senior  Statistician 
Catherine  H.  Furlong 
Staff  Economists 


Ellen  E.  Hanak .  International  Trade  and  Finance 

John  A.  Hird .  Regulation  and  Public  Finance 

Junior  Staff  Economists 

Marcel  M.  Cassard .  International  Macroeconomics  and  Finance 

Kenneth  R.  Richards .  Energy,  Environment,  Law,  and  Regulation 

Robert  J.  Scheinerman .  Labor  and  Macroeconomics 

Associate  Junior  Staff  Economists 

Theodore  G.  Bernard .  Macroeconomics  and  Monetary  Policy 

William  A.  Teichner .  Macroeconomics,  Forecasting,  and 

Public  Finance 

Research  Assistant 

Jonathan  A.  Parker .  Macroeconomics,  Fiscal  Policy,  and 

Forecasting 


David  N.  Hyman,  North  Carolina  State  University,  also  served  as  a 
consultant  during  the  fall  of  1988.  H.  Steven  Pious,  Georgetown  Uni¬ 
versity,  served  as  a  part-time  research  assistant  during  1988,  and 
James  DeNaut,  Harvard  Business  School,  served  as  a  research  assist¬ 
ant  during  the  summer  of  1988. 

Catherine  H.  Furlong  manages  the  Statistical  Office  assisted  by 
Natalie  V.  Rentfro,  Linda  A.  Reilly,  and  Margaret  L.  Snyder.  They 
administer  the  Council’s  statistical  information  system,  overseeing  the 
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publication  of  the  Economic  Indicators  and  the  statistical  appendix  to 
the  Economic  Report,  as  well  as  the  verification  of  statistics  in  memo¬ 
randa,  testimony,  and  speeches. 

Joseph  Foote  provided  editorial  assistance  in  the  preparation  of  the 
1989  Economic  Report. 

Three  former  staff  members  returned  to  assist  in  the  preparation 
of  the  1989  Report-.  Richard  H.  Clarida  (senior  staff  economist),  Kim¬ 
berly  A.  Dale  (student  assistant),  and  Dorothy  Bagovich  (statistical  as¬ 
sistant).  Melissa  B.  Silverstein  (student  assistant)  joined  the  Council 
to  assist  in  the  Report. 

SUPPORTING  STAFF 

The  Administrative  Office,  which  provides  general  support  for  the 
Council’s  activities,  consists  of  Elizabeth  A.  Kaminski,  Administrative 
Officer,  and  Catherine  Fibich,  Administrative  Assistant. 
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Margot  E.  Machol,  who  served  as  Chairman  Sprinkel’s  Special  As¬ 
sistant  throughout  his  tenure,  resigned  this  year.  Ms.  Machol  depart¬ 
ed  to  accept  an  appointment  by  the  President  as  a  Commissioner  of 
the  Federal  Trade  Commission. 

The  Council’s  senior  staff  economists,  in  most  cases,  are  on  leave 
of  absence  from  faculty  positions  at  academic  institutions  or  from 
other  government  agencies  or  research  institutions.  Their  tenure  with 
the  Council  is  usually  limited  to  1  or  2  years.  Most  of  the  senior  staff 
economists  who  resigned  during  the  year  returned  to  their  previous 
affiliations.  They  are:  Deborah  J.  Danker  (Board  of  Governors  of  the 
Federal  Reserve  System),  Earl  L.  Grinols  (University  of  Illinois  at 
Urbana-Champaign),  Craig  S.  Hakkio  (Federal  Reserve  Bank  of 
Kansas  City),  and  Robert  J.  LaLonde  (University  of  Chicago).  Others 
went  on  to  new  positions:  They  are  Arlene  S.  Holen  (Office  of  Man¬ 
agement  and  Budget)  and  Thomas  A.  Smith  (Covington  &  Burling). 

Junior  staff  economists  generally  are  graduate  students  who  spend 
1  year  with  the  Council  and  then  return  to  complete  their  disserta¬ 
tions.  Those  who  returned  to  their  graduate  studies  in  1988  are: 
Lesley  A.  Cameron  (University  of  Maryland),  Andrew  J.  Filardo  (Uni¬ 
versity  of  Chicago),  Julie  Ann  Hewitt  (University  of  California  at 
Berkeley),  Randall  S.  Kroszner  (Harvard  University),  and  Scott  D. 
Schuh  (Johns  Hopkins  University).  Peter  H.  Barlerin  joined  the  De¬ 
partment  of  State. 
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Deborah  D.  Miller,  Statistical  Office,  resigned  in  1988.  In  addition, 
Kimberly  A.  Dale  served  as  a  student  aide  during  the  summer. 
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5  General  Notes 

Detail  in  these  tables  may  not  add  to  totals  because  of  rounding. 

Unless  otherwise  noted,  all  dollar  figures  are  in  current  dollars. 

1  Symbols  used: 

■*  Preliminary. 

- Not  available  (also,  not  applicable). 

Data  in  these  tables  reflect  revisions  made  by  the  source  agencies  during  1988. 
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NATIONAL  INCC»IE  OR  EXPENDITURE 

Table  B-1. — Gross  national  product,  1929-98 
[BMiora  at  doHws,  oKOft  as  notad;  quarterly  data  at  seasonally  adjusted  annuel  rates] 


Personal  coMumptien  expenditures  Gross  private  domestic  investment 

I  I  I  I  Fixed  Hivestni^ 


See  next  pace  ter  continuation  of  table. 


308 


Table  B-1. — Gms  national  product,  1929-88 — Continued 
[Billiom  of  dollars,  eacapt  os  notod;  quartorty  data  at  saasonaNy  adjustad  annual  rates] 


Net  aqiorts  of  goods  and  Goyornmant  purcfiasas  of  goods  and 


Year  or 
quarter 

Esports  Imports  Total 


Fadaral 

- - -  State 

Nation-  Non-  and 
Total  al  da-  local 
dafansa  lensa 


pracM^  pariod 

Grots  - 

demaitic  Gross 
pur-  natem- 
diasas*  al 
prod¬ 
uct 


CS£  csss  SSSS  CSBs  SSSSSSSS  SS^SSSSSSC  SSSSSSSSCS  SSSSSi 


Table  B-2. — Gnss  national  product  in  1982  dollars,  1929-88 — Continued 
[BiNicm  of  1982  doNan,  wcapt  as  notad;  quartarly  data  at  seasonally  adjusted  annual  rates] 


‘  6NP  less  exports  of  goods  and  services  plus  imports  of  goods  and  services. 
Source-.  Department  of  Commerce,  Bureau  of  Economic  Analysis. 


Sll 


Table  B-3. — Implicit  price  deflators  for  gross  national  product,  1929-88 — Qxitinued 
[Mn  numbers,  1982 » 100,  except  as  noted;  quarterly  data  seasonally  adjusted] 


■  Separate  deflators  are  not  calculated  for  gross  private  domestic  investment,  change  in  business  inventories,  and  net  exports  of 
goods  and  services. 

■  GAP  iess  exports  of  goods  and  services  phis  imports  of  goods  and  services. 

■  Quarterly  changes  are  at  annual  rates. 


Source:  Department  of  Commerce,  Bureau  of  Economic  Analysis. 
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Table  B-4. — Fixed-weighted  price  indexes  for  gross  national  product,  1982  weights,  1959-88 
[Indn  numbers,  1982-100,  except  as  noted;  quarterly  data  seasonally  adjusted] 


■Separate  price  indeies  are  not  calculated  tor  gross  private  domestic  investment,  dunge  in  business  inventaries,  and  net  exports  oi 
goods  and  serincos. 

*  Quarterly  changes  are  at  annual  rates. 

Source;  Oepartment  of  Commerce,  Bureau  of  Economic  Analysis. 


Table  B-}. — Changes  in  gross  national  product,  personal  consumption  expenditures,  and  related  price 

measures,  1933-88 

(^CMt  chant*  pracedhif  tariod;  quartarly  data  at  stasonaUy  adjwtad  annual  rat**] 


Table  B-7. — Cross  natiorusl  prodsut  by  rnsjor  type  of  product  in  1982  dollars,  1929-88 
[BiMiem  of  19S2  doHan;  qMirttrly  data  at  seasonally  adiustad  annual  rates] 


Source:  Department  of  Commerce,  Bureau  of  Economic  Analysis. 


Table  B-8. — Gross  national  proditcl  by  sector,  1929-88 
(BWiom  o(  dollars;  quarterly  data  at  seasonally  adjusted  annual  rates] 


Table  B-9. — Gross  national  product  by  sector  in  1962  dollars,  1929-88 
[BMlions  of  1982  dollars;  quarterly  data  at  seasonally  adjusted  annual  rates] 


Gross  domestic  product 


House-  Rest 

holds  of  the 

State  ewrid 

insti-  Total  Federal  and 

"!??■  tutkms  local 


Table  B-10. — Gross  national  product  by  irulustry,  1947-87 
[Billions  of  dollars] 


Table  B-11. — Gross  national  product  by  industry  in  1982  dollars,  1947-87 
[Billtora  of  1982  doUars] 


Gross  domestic  product 


Year 

Gross 

national 

product 

hffl- 
cufture, 
forest- 
tv,  and 
flu¬ 
tes 

Mining 

Con¬ 

struc¬ 

tion 

Manufacturing 

Trans- 

& 

and 

public 

util¬ 

ities 

Whole. 

sale 

and 

retail 

trade 

Fi¬ 

nance, 

insur¬ 

ance, 

and 

real 

estate 

Serv¬ 

ices 

Govern¬ 

ment 

and 

govern- 

mwt 

enter¬ 

prises 

Sta¬ 

tis¬ 

tical 

i8s- 

crep- 

ancy 

Resid¬ 

ual* 

Rest 
of  the 
world 

Total 

Dura¬ 

ble 

goods 

Non¬ 

durable 

goods 

19A7 . 

1,066.7 

55.6 

67.6 

76.7 

226.1 

138.1 

88.0 

100.0 

157.8 

103.0 

124.7 

1569 

7.6 

-13.6 

5.1 

1948 . 

1,108.7 

61.3 

72.4 

90.0 

238.5 

145.0 

93.5 

98./ 

161.9 

10/.7 

128.9 

155.5 

-4.9 

-7.5 

6.7 

1949 . 

1,109.0 

61.0 

65.7 

89.4 

226.3 

133.2 

93.1 

90.7 

166.1 

1129 

129.0 

164.0 

39 

-49 

5.6 

1950 . 

1,203.7 

64.3 

72.8 

100.0 

257.7 

156.7 

101.0 

95.3 

182.1 

119.7 

133.8 

1699 

3.1 

-.6 

6.7 

1951 . 

1,328.2 

62.6 

80.8 

110.9 

288.4 

181.4 

107.0 

104.9 

183.7 

126.4 

136.9 

214.0 

9.7 

2.0 

7.9 

1952 . 

1,380.0 

64.2 

81.5 

115.9 

298.2 

190.6 

107.6 

104.5 

189.5 

134./ 

139.4 

231.9 

6.5 

59 

63 

1953 . 

1,435.3 

66.3 

84.3 

119.9 

319.9 

208.4 

111.5 

106./ 

195.6 

142.2 

142.7 

23a9 

9.4 

9.4 

7.9 

1954 . 

1,416.2 

68.2 

83.3 

124.8 

296.6 

185.8 

110.8 

104.1 

197.1 

149.5 

145.9 

225.4 

9.5 

X5 

64 

1955 . 

1,494.9 

69.1 

92.0 

133.3 

,327.7 

208.5 

119.2 

112.3 

21,50 

160.2 

15.3.0 

223.4 

6.7 

-66 

9.4 

1956 . 

i,sass 

67.8 

96.5 

142.7 

.t30.6 

207.3 

123.3 

117.7 

221.5 

1688 

161 1 

225.6 

-6,7 

-11.1 

107 

1957 . 

1,551.1 

65.9 

963 

142.4 

.132,5 

208.7 

123.8 

119.9 

225.1 

1783 

1686 

2299 

-38 

-14.7 

11.5 

1958 . 

li539.9: 

68.3 

89.1 

147.5 

303.5 

180.1 

123.4 

116.1 

225.0 

184.5 

174.3 

230.1 

-.5 

-61 

9.5 

1959 . 

1,629! 

65.8 

94.1 

160.4 

338.0 

203.0 

135.0 

123.5 

240.7 

195.9 

183.5 

232.8 

-4.6 

-11.0 

10.0 

1960 . 

1,665.3 

68.3 

94.2 

16.3.1 

,3.38.7 

202.4 

136.3 

127.8 

245.4 

206.5 

190.2 

2409 

-8.7 

-11.6 

Ill 

1961 . 

1,708.7 

67.5 

95.6 

165.1 

339  4 

199.9 

139.5 

130.0 

247.8 

215.0 

197.7 

2499 

-3.7 

-69 

12.1 

1962 . 

1,799.4 

67.1 

98.1 

172.5 

368.3 

220.5 

147.8 

1.36.3 

263,9 

226.5 

207.7 

258.4 

.1 

-13.3 

13.9 

1963 . 

1,8733 

67.2 

102.2 

177.5 

3974 

238.9 

158.5 

143.8 

273.9 

235.9 

217.4 

264.5 

-19 

-19.7 

14.9 

1964 . 

1,973.3 

65.2 

105.7 

185.9 

425.4 

259.3 

166.2 

150.4 

290.7 

2459 

230.7 

274.0 

-4.1 

-12.6 

161 

1965 . 

2,087.6 

66.7 

109.4 

193.7 

462.5 

286.9 

175.6 

161.5 

309.8 

2598 

240.4 

284.3 

-3.4 

-14.0 

17.0 

1966 . 

2308.3 

62.4 

115.0 

194.4 

497.9 

312.3 

185.6 

174,2 

326.5 

271.1 

253.9 

305.5 

5.9 

-14.5 

15.9 

1967 . 

2371.4 

65.5 

1203 

190.7 

496.6 

311.9 

184.7 

178.1 

335.4 

282.4 

265.2 

3229 

-1.0 

-9 

163 

1968 . 

2,365.6 

63.6 

124.7 

190.2 

522,0 

326.2 

195.8 

1895 

3.54  8 

296.0 

2/4/ 

332.6 

-29 

2.8 

17.7 

1969 . 

2,423.3 

65.3 

128.9 

183.6 

536.7 

334.1 

202.6 

200.3 

361.7 

314.0 

287.8 

3409 

-9.5 

-2.7 

17.0 

1970 . 

2,4163 

68.8 

134.5 

168.0 

506.8 

304.8 

202.0 

203.9 

367.6 

320.7 

295.7 

339.6 

-2.7 

-3.9 

17.1 

1971 . 

2,484.8 

70.6 

132.4 

162.7 

515.5 

305.5 

210.0 

209.8 

385.7 

335.9 

302.4 

340.0 

49 

49 

20/ 

1972 . 

2,608.5 

70.9 

134.4 

166.7 

561.2 

336.5 

224.8 

223.8 

414.8 

350.9 

320.0 

340.5 

-3.4 

61 

23./ 

1973 . 

2,744.1 

70.3 

133.4 

170.4 

621.3 

377  0 

244.3 

2430 

4.37  0 

367.7 

340.2 

343.4 

-8.6 

-69 

329 

1974 . 

2,729.3 

69.7 

130.3 

162.3 

591.6 

363.5 

228.1 

248.8 

426.2 

381.6 

347.5 

350.6 

-39 

-11.8 

35.9 

1975 . 

2,695.0 

73.1 

125.6 

149.4 

547,5 

.325,2 

222.2 

2464 

4.33.1 

387.6 

352.4 

355.0 

49 

-67 

299 

1976 . 

2326.7 

71.5 

124.4 

158.1 

600.6 

.3.57,4 

243.2 

257,1 

4.54.4 

403.1 

367  / 

357.7 

5.6 

-66 

360 

1977 . 

2,958.6 

71.6 

126.2 

165. 1 

6450 

.3862 

258.9 

2685 

479.2 

417,7 

388.4 

362.9 

.1 

-64 

3/4 

1978 . 

3,115.2 

71.8 

128.8 

176.7 

683.4 

415.9 

267.5 

284.8 

502.3 

442.5 

411.9 

371.5 

-29 

2.1 

42.1 

1979 . 

3yl92.4 

76.1 

130.0 

173.5 

697.1 

423.5 

273.5 

293.4 

511.7 

459^ 

429.8 

376^ 

-1.4 

-9.0 

55.7 

1980 . 

3,187.1 

76.2 

135.6 

161.6 

6654 

4015 

263.9 

2934 

500.4 

464.3 

442.6 

382.7 

5.9 

65 

565 

1981 . 

3348.8 

88.0 

139.8 

147.4 

6761 

404.9 

271.2 

296.2 

5079 

474.2 

462.5 

3859 

4.4 

12.5 

559 

1982 

3  1680 

898 

13?  1 

140  9 

4751 

.1 

.0 

5U 

1983 . 

3i79.1 

74.5 

125.4 

147.3 

67^5 

390.4 

28S1 

529  1 

489.0 

486.6 

387.4 

5.0 

10.6 

47.9 

1984 . 

3,501.4 

82.2 

133.0 

159.2 

757.9 

466.8 

291.1 

320.4 

578.9 

506.6 

514.0 

392.1 

5.0 

61 

43.9 

1985 . 

3,618.7 

93.8 

130.1 

165.4 

786.8 

493.7 

293.0 

.326.0 

610.3 

524.3 

546.4 

4009 

-49 

2.3 

369 

1986 . 

3,721.7 

97.2 

115.7 

173.1 

804.6 

505.0 

299.7 

331.6 

642.9 

537.6 

5/8.9 

407.9 

-12.1 

13.5 

30.9 

1987 . 

3347.0 

96.1 

117.5 

175.8 

839.5 

525.2 

314.3 

349.5 

660.0 

559.4 

610.8 

415.7 

-7.0 

49 

266 

■  Equals  GNP  in  constant  dollars  measured  as  the  sum  of  Incomes  less  GNP  in  constant  dollars  measured  as  the  sum  of  ross  product 
by  industry. 

Note.— The  industty  classification  is  on  an  establishment  basis  and  is  based  on  the  1972  Standard  Industrial  Classification. 
Source;  Department  of  Commerce,  Bureau  of  Economic  Analysis. 
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Table  B-12. — Gms  domestic  product  of  nonfinancutl  corporate  business,  1929-88 
[BiNtom  o(  doMtn;  qurteriy  data  at  saasonally  adjusted  annual  rates] 


Table  B-13. — Output,  cuts,  and  profits  of  nonfinancial  corporate  business,  I948-S8 
lOiMrtirty  (Ml  M  siasoniHy  idjtBtid  amiul  ratis) 


Gross  domestic 
product  of 
nonfinancial 
corporate 
businoss 
(billions  of 
dollars) 

Currenl-doNar  cost  and  profit  per  unit  of  output  (dollars)  ■  { 

Year  or 

Total 

Capital 

consump¬ 

tion 

allow- 

with 

capital 

consump¬ 

tion 

adjust¬ 

ment 

Indi- 

roct 

Com* 

pan* 

quarter 

cost 

Not 

Currant 

dollars 

1982 

dollars 

and 

profit* 

noss 

tax, 

ate.* 

of 

amploy* 

aas 

Total 

Profits 

tax 

liability 

Profits 

after 

tax« 

intfrest 

Ou^ 
pir  hour 
ol  on 


(19K 

doNm) 


Compin- 
satnn 
pur  hour 
ol  IK 


(doOon) 


'  Output  is  measured  by  gross  domestic  product  of  nonfinancial  corprirate  business  in  1982  dollars. 

‘This  is  equal  to  the  deflator  lor  gross  domestic  product  of  nonfinancial  corporate  business  with  the  decimal  point  shifted  two 
places  to  the  left. 


’  Indirect  business  tax  and  nontax  liability  plus  business  transfer  payments  les:  subsidies. 
*  With  inventory  valuation  and  capital  consumption  adjustments. 


Sources:  Department  ol  Commerce  (Bureau  of  Economic  Analysis)  and  Department  of  Labor  (Bureau  of  Labor  Statistics). 
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Table  B-14. — Personal  consumption  expenditures,  1940-88 
[Kllions  of  dollors;  quartorly  data  at  seasonally  adjusted  annual  rates] 


Durable  goods  Nondurable  goods  Services 


■  Includes  other  items  not  shown  separately. 

*  Includes  imputed  rental  value  of  owner-occupied  housing. 
Source;  Department  of  Commerce,  Bureau  of  Economic  Analysis. 
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Table  B-15. — Personal  consumption  expenditures  in  1962  dollars,  1940-88 
[Billions  of  1982  dollars;  quarterly  data  at  seasonally  adjusted  annual  rates] 


*  Includes  other  items  not  shown  separately. 

*  Includes  imputed  rental  value  of  owner-occupied  housint. 
Source;  Department  of  Commerce,  Bureau  of  Economic  Analysit. 
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Table  B-17. — Gross  and  net  private  domestic  investment  in  1982  dollars,  1929-88 
[Billions  of  1982  dollors;  quarterly  data  at  seasonally  adjusted  annual  rates] 


Table  B-18. — Invtntorits  and  final  sales  of  business,  1946-88 
[BWobi  oi  doNan,  (ictpt  as  noted;  seasonally  adjusted] 


■  Inventories  at  end  ot  quarter.  Quarter-to-quarter  change  calculated  from  this  table  is  not  the  current-dollar  change  in  business 
inventories  (C8I)  component  of  GNP.  The  former  is  the  difference  between  two  inventory  stocks,  each  valued  at  their  restive  end-of- 
quarter  prices.  The  latter  is  the  change  in  the  physical  volume  of  inventories  valued  at  average  prices  of  the  quarter.  In  addition, 
changes  calculated  from  this  table  are  at  quarterly  rates,  whereas  CBI  is  stated  at  annual  rates. 

'  Beginning  1959.  inventories  of  construction  establishments  are  included  in  "other"  nonfarm  inventories.  Prior  to  1959,  they  are 
indudM  in  total  and  total  nonfarm  inventories,  but  not  in  the  detailed  categories  shown. 

'Quarterly  totals  at  monthly  rates.  Businiess  final  sales  equals  final  sales  less  gross  product  of  households  and  institutions, 
government,  and  rest  of  the  world,  and  includes  a  small  amount  of  final  sales  by  farms. 

'  Rath)  based  on  total  business  final  sales,  which  includes  a  small  amount  of  final  sales  by  farms. 


Note.— The  industry  classification  of  inventories  is  on  an  establishment  basis  and  is  based  on  the  1972  Standard  Industrial 
Classification  (SK)  br^inning  1948  and  on  the  1942  SIC  prior  to  1948. 


Source;  Department  of  Commerce,  Bureau  of  Economic  Analysis. 
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Table  E-19. — Invmtorits  and  final  sales  tf  business  in  1982  dollars,  1947-88 


[BiWom  of  1982  dolUn,  ntoirt  os  notod;  soasonoHy  odjustod) 


■  Imentorios  ot  «nd  of  quartor.  Ouartor-toKiuortsr  chongos  cafculatad  from  tMs  toMo  ora  of  quartirly  rafts,  tfiortas  tfw  constant- 
doHar  diango  in  busintss  invtntorios  component  of  GNP  is  stated  at  annual  rates. 

*  Btfinnini  19S9,  invtntories  of  construction  estatdishmtnts  are  indudtd  in  "ottiar”  nonfarm  imwrtorits.  Prior  to  1959,  ttmy  are 
included  in  total  and  total  nonfarm  inventories,  twt  not  in  the  detailed  categoriet  shoem. 

'Quarterly  totals  at  monthly  rates.  Business  final  sales  equals  final  sales  less  gross  product  of  households  and  institutions, 
government  and  rest  of  norld,  and  includes  a  small  air,ount  of  final  sales  by  farms. 

'  Ratio  based  on  total  business  final  sales,  vdiich  includes  a  smaN  amount  of  final  sales  by  farms. 

Nets.— The  industry  classification  of  inventories  is  on  an  ostaMishmant  basis  and  is  based  on  the  1972  Standard  Industrial 
Classification  (SK)  beginning  1948  and  on  the  1942  SK  prior  to  1948. 

Source;  Department  of  Commerce,  Bureau  of  Economic  Analysis. 


Table  B-20. — Foreign  transactions  in  the  national  iruome  and  product  accounts,  1929-88 
(Billions  of  dolbfS;  qnatcriy  (tab  ot  seasonally  adjusted  annual  rates] 


Payments  to  foreigners 


Transfer  payments 
(net) 


Interest 
pant  by 
From  govern- 

govern-  ment  to 
ment  foreigners 

(net) 


Table  B-23. — Relation  of  national  income  and  personal  income,  1929-88 


[Billions  of  dollars:  quarterly  data  at  seasonally  adjusted  annual  rates] 


Year  or  quarter 

Less:  1 

Plus:  1 

Equals: 

National 

income 

Corporate 

profits 

with 

inventory 

valuation 

and 

capital 

consump¬ 

tion 

adjust¬ 

ments 

Net 

interest 

Contribu¬ 
tions  for 
social 
insurance 

Wage 

accruals 

less 

disburse¬ 

ments 

Govern¬ 

ment 

transfer 

payments 

to 

persons 

Personal 

interest 

income 

Personal 

dividend 

income 

Business 

transfer 

payments 

Personal 

income 

1929 . 

84.7 

9.6 

4.7 

0.3 

0.0 

0.9 

6.9 

5.8 

0.6 

84.3 

1933 . 

39.4 

-1.5 

4.1 

.3 

.0 

1.5 

5.5 

2.0 

.7 

46.3 

1939 . 

71.2 

5.5 

3.6 

2.2 

.0 

2.5 

5.3 

3.8 

.5 

72.1 

1940 

79.6 

8.8 

3.3 

2.4 

.0 

2.7 

5.3 

4.0 

.4 

77.6 

1941 

102.8 

14.3 

3.3 

2.8 

.0 

2.6 

5.3 

4.4 

.5 

95.2 

1942 

136.2 

19.7 

3.1 

3.5 

.0 

2.7 

5.2 

4.3 

.5 

122.4 

1943 . 

169.7 

24.0 

2.7 

4.6 

.2 

2.5 

5.1 

4.4 

.5 

150.7 

1944 . 

182.6 

24.2 

2.3 

5.2 

-.2 

3.1 

5.2 

4.6 

.5 

164.5 

1945 

181.6 

19.7 

2.2 

6.3 

.0 

5.6 

5.8 

4.6 

.5 

170.0 

1946 

180.7 

17.2 

1.8 

7.7 

.0 

10.8 

6.6 

5.6 

.5 

177.6 

1947 

196.6 

22.9 

2.3 

6.7 

.0 

11.2 

7.5 

6.3 

.6 

190.2 

1948 

221.5 

30.3 

2.4 

6.0 

.0 

10.6 

8.0 

7.0 

.7 

209.2 

1949 

215.2 

28.0 

2.6 

6.6 

.0 

11.7 

8.7 

7.2 

.8 

206.4 

1950 . 

239.8 

34.9 

3.0 

7.4 

.0 

14.4 

9.6 

8.8 

.8 

228.1 

1951 

277.3 

39.9 

3.5 

8.8 

.1 

11.6 

10.4 

8.5 

.9 

256.5 

1952 

291.6 

37.5 

3.9 

9.3 

.0 

12.2 

11.2 

8.5 

1.0 

273.8 

1953 

306.6 

37.7 

4.4 

9.6 

-.1 

13.1 

12.4 

8.8 

1.2 

290.5 

1954 

306.3 

36.6 

5.2 

10.6 

.0 

15.3 

13.7 

9.1 

1.1 

293.0 

1955 

336.3 

47.1 

5.8 

12.0 

.0 

16.4 

14.9 

10.3 

1.2 

314.2 

1956 

356.3 

45.7 

6.5 

13.5 

.0 

17.5 

16.6 

11.1 

1.4 

337.2 

1957 

372.8 

45.3 

7.8 

15.5 

.0 

20.3 

18.7 

11.5 

1.5 

356.3 

1958 . 

375.0 

40.3 

9.5 

15.9 

.0 

24.7 

20.3 

11.3 

1.6 

367.1 

1959 . 

409.2 

51.4 

10.2 

18.8 

.0 

25.7 

22.3 

12.2 

1.8 

390.7 

1960 . 

424.9 

49.5 

11.3 

21.9 

.0 

27.5 

24.9 

12.9 

2.0 

409.4 

1961 

439.0 

50.3 

12.9 

22.9 

.0 

31.5 

26.3 

13.3 

2.0 

426.0 

1962 

473.3 

58.3 

14.6 

25.4 

.0 

32.6 

28.9 

14.4 

2.1 

453.2 

1963 

500.3 

63.6 

16.3 

28.5 

.0 

34.5 

32.2 

15.5 

2.4 

476.3 

1964 

537.6 

70.7 

18.2 

30.1 

.0 

36.0 

35.5 

17.3 

2.7 

510.2 

1965 

585.2 

81.3 

20.9 

31.6 

.0 

39.1 

39.6 

19.1 

2.8 

552.0 

1966 

642.0 

86.6 

24.3 

40.6 

.0 

43.6 

44.2 

19.4 

3.0 

600.8 

1967 

677.7 

84.1 

27.4 

45.5 

.0 

52.3 

48.2 

20.2 

3.1 

644.5 

1968 

739.1 

90.7 

29.8 

50.4 

.0 

60.6 

53.2 

21.9 

3.4 

707.2 

1969 

798.1 

87.4 

34.6 

57.9 

.0 

67.5 

60.9 

22.4 

3.9 

772.9 

1970 

832.6 

74.7 

41.2 

62.2 

.0 

81.8 

69.3 

22.2 

4.1 

831.8 

1971 

898.1 

87.1 

46.3 

68.9 

.6 

97.0 

74.7 

22.6 

4.4 

894.0 

1972 

994.1 

100.7 

51.0 

79.0 

.0 

108.4 

80.8 

24.1 

4.9 

981.6 

1973 

1,122.7 

113.3 

59.6 

97.6 

-.1 

124.1 

93.3 

26.6 

5.5 

1,101.7 

1974 

1,203.5 

101.7 

75.5 

110.5 

-.5 

147.4 

111.9 

28.9 

5.8 

1,210.1 

1975 

1,289.1 

117.6 

83.8 

118.5 

.1 

185.7 

122.5 

28.7 

7.4 

1,313.4 

1976 

1,441.4 

145.2 

88.8 

134.5 

.1 

202.8 

134.1 

33.8 

7.9 

1,451.4 

1977 

1,617.8 

174.8 

105.3 

149.8 

.1 

217.5 

155.4 

38.2 

8.6 

1,607.5 

1978 

1,838.2 

197.2 

126.3 

171.7 

.3 

234.8 

182.5 

43.0 

9.3 

1,812.4 

1979 

2,047.3 

200.1 

158.3 

197.8 

-.2 

262.8 

221.5 

48.1 

10.3 

2,034.0 

1980 

2,203.5 

177.2 

200.9 

216.5 

.0 

312.6 

271.9 

52.9 

12.1 

2,258.5 

1981 

2,443.5 

188.0 

248.1 

251.2 

.1 

355.7 

335.4 

61.3 

12.4 

2,520.9 

1982 

2,518.4 

150.0 

272.3 

269.6 

.0 

396.2 

369.7 

63.9 

14.3 

2,670.8 

1983 

2,719.5 

213.7 

281.0 

291.0 

-.4 

426.6 

393.1 

68.7 

16.0 

2,838.6 

1984 

3,028.6 

266.9 

304.8 

324.9 

.2 

43/.9 

444.7 

75.5 

18.7 

3,108.7 

1985 

3,234.0 

282.3 

319.0 

354.1 

-.2 

467.8 

478.0 

78.7 

22.0 

3,325.3 

1986 

3,437.1 

298.9 

331.9 

378.1 

.0 

496.0 

499.1 

82.8 

25.1 

3,531.1 

1987 

3,678.7 

310.4 

353.6 

399.1 

.0 

520.6 

527.0 

88.6 

28.1 

3,780.0 

1982  IV 

2,548.2 

146.1 

266.9 

273.0 

.0 

420.2 

366.2 

65.4 

15.2 

2,729.2 

1983  IV 

2,851.5 

248.5 

290.2 

299.2 

.0 

429.0 

411.6 

71.0 

16.5 

2,941.8 

1984  IV 

3,096.1 

266.9 

313.1 

331.5 

.6 

443.0 

464.4 

76.8 

20.0 

3,188.3 

1985  IV 

3,312.8 

291.4 

322.7 

362.1 

.0 

474.5 

485.9 

79.0 

23.0 

3,399.1 

1986  1 

3,378.9 

303.2 

331.1 

372.3 

.0 

486.3 

497.1 

81.1 

23.8 

3,460.7 

II 

3,421.8 

297.1 

334.1 

375.3 

.0 

492.6 

502.0 

82.8 

24.6 

3,517.3 

III 

3,450.9 

301.2 

333.3 

379.1 

.0 

501.0 

499.4 

83.5 

25.6 

3,546.7 

IV 

3,496.6 

293.9 

329.3 

385.9 

.0 

504.3 

497.6 

83.6 

26.5 

3,599.6 

1987  1 

3,573.0 

298.3 

338.3 

391.5 

.0 

511.6 

507.1 

85.3 

27.2 

3,676.1 

II 

3,631.8 

305.2 

348.1 

395.4 

.0 

519.9 

517.9 

87.3 

27.9 

3,736.1 

III 

3,708.0 

322.0 

358.3 

400.9 

.2 

523.2 

533.0 

89.9 

28.5 

3,801.0 

IV 

3,802.0 

316.1 

369.5 

408.6 

-.2 

527.8 

550.0 

91.9 

29.0 

3,906.8 

1 

3  850  8 

316.2 

373.9 

433.3 

.0 

546.7 

554.2 

93.5 

29.6 

3,951.4 

II . 

3^928.8 

326.5 

380.6 

440.9 

.0 

552.5 

563.7 

95.0 

30.3 

4,022.4 

Ill . 

4,000.7 

^.0 

396.2 

448.4 

.0 

557.6 

581.9 

97.3 

31.1 

4,094.0 

Source;  Department  of  Commerce,  Bureau  of  Economic  Analysis. 


Table  B-24. — National  income  by  type  of  income,  1929-88 
(Billions  of  doHors;  quarterly  data  at  seasonally  adjusted  annual  rates] 


Compensation 
of  employees 


Supple¬ 

ments 

Wages  to 

and  wages  Total 

salaries  and 

sal¬ 
aries' 


Proprietors’  Income  witit  inventory  valuation  and 
capital  consumption  adjustments 


tion 

come*  adjust 
ment 


Capital  Inven-  Capital 

con-  ;  tory  con- 

^  Total  dors’  ^ 

income 

ment  ment 


■  National  income  is  the  total  net  income  earned  m  production.  It  differs  from  gross  national  product  mainly  in  that  it  excludes 
depreciation  charges  and  other  allowances  for  business  and  institutional  consumption  of  durable  capital  goods  and  indirect  business 
taxes.  Ste  Table  B-22. 

*  Consists  mainly  of  employer  contributions  for  social  insurance  and  to  private  pension,  health,  and  welfare  funds. 

See  next  page  for  continuation  of  table. 
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Table  B-24. — National  income  by  type  of  income,  1929-88 — Continued 
[Billions  of  dollars;  quarterly  data  at  seasonally  adjusted  annual  rates]  . 


Corporate  profits  with  inventory  valuation  and  capital  consumption  adjustments 


Profits  with  inventory  valuation  adjustment  and  without 


capital  consumption  t 


I  ^  Total 


Total  Profits  Profits 
before  tax 


tax  liability  Total  tributed 

profits 


Capital 
Inven-  con- 

tory  sumption 
vaki-  adjust- 

atkm  ment 

adjust- 


X  With  inventory  valuation  adjustment. 

Source:  Department  of  Commerce,  Bureau  of  Economic  Analysis. 
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Table  B-25. — Sources  of  personal  income,  1929-88 
[Billions  of  dollars;  quarterly  data  at  seasonally  adjusted  annual  rates] 


1  Wage  and  salary  distwrsenients  ■  | 

Proprietors'  income 
with  inventory 
valuation  ana 
capital 
consumption 
adjustments 

Year  or  quarter 

Personal 

Commodity- 

producing 

industries 

Distrib¬ 

utive 

indus¬ 

tries 

Service 

Govern¬ 

ment 

and 

other 

labor 

Total 

indus- 

govern¬ 

ment 

enter¬ 

prises 

income* 

Total 

Manu¬ 

facturing 

tries 

Farm 

Nonfarm 

<  H 


Table  B-26. — Disposition  of  personal  intome,  1929-88 
[BillioiK  of  dotlors,  eicept  as  noted;  quarterly  data  at  seasonally  adjusted  annual  rates] 


Table  B-27. — Total  and  per  capita  disposable  personal  income  and  personal  consumption  expenditures  in 
current  and  1982  dollars,  1929-88 
[Quarterly  data  at  seasonally  adjusted  annual  rates,  except  as  noted] 


I 


Year  or  quarter 

Disposable  personal  income 

Personal  consumption  expenditures  |{ 

Total  (billions  of 
dollars) 

Total  (billions  of 
dollars) 

Per  capita 
(dollars) 

Current 

dollars 

1982 

dollars 

Current 

dollars 

1982 

dollars 

Current 

doHars 

1982 

dollars 

Current 

dollars 

Hill 

1939 . 

81.7 

498.6 

671 

4,091 

77.3 

471.4 

3,868 

1933 . 

44.9 

370.8 

357 

2,950 

45.8 

378.7 

3,013 

1939 . 

69.7 

499.5 

532 

3,812 

67.0 

480.5 

511 

3,667 

1940 

75.0 

568 

4,017 

71.0 

538 

3304 

1941 

91.9 

Kiill 

689 

4,528 

80.8 

531.1 

606 

3,981 

1942 

116.4 

693.0 

863 

88.6 

527.6 

657 

3,912 

1943 

132.9 

721.4 

972 

99.5 

539.9 

727 

3,949 

1944 . 

145.6 

749.3 

1,052 

WSa 

557.1 

782 

4,026 

1945 

149.2 

739.5 

1,066 

5,285 

119.6 

592.7 

855 

4336 

1946 

158.9 

723.3 

1,124 

5,115 

143.9 

655.0 

1,018 

4,632 

1947 

168.8 

694.8 

1,171 

4,820 

161.9 

666.6 

1948 

188.1 

733.1 

1,283 

5,000 

174.9 

681.8 

■Mil 

1949 . 

187.9 

733.2 

1,260 

4,915 

178.3 

695.4 

1,195 

4,661 

1950 . 

207.5 

791.8 

1,368 

5,220 

192.1 

733.2 

1^1 

227.6 

819.0 

1,475 

5,308 

208.1 

748.7 

4,853 

1952 . 

239.8 

844.3 

1,528 

5,379 

219.1 

771.4 

1,396 

4,915 

1953 . 

255.1 

880.0 

1,599 

nPTPI 

232.6 

802.5 

1,458 

5,029 

1954 . 

260.5 

894.0 

1,604 

239.8 

822.7 

1,477 

5,066 

19S . 

278.8 

944.5 

1,687 

5,714 

257.9 

873.8 

5387 

1956 . 

297.5 

989.4 

1,769 

270.6 

899.8 

5349 

1957 

313.9 

1,012.1 

1,833 

wt^ 

285.3 

919.7 

5,370 

1958 . 

324.9 

1,028.8 

1,865 

5,908 

294.6 

932.9 

5,357 

1959 . 

344.6 

1,946 

6,027 

316.3 

979.4 

5,531 

1960 . 

358.9 

1,091.1 

1,986 

6,036 

330.7 

1,005.1 

1,829 

5,561 

1»1 . 

373.8 

1,123.2 

2,034 

mm 

341.1 

1,025.2 

1357 

5,579 

1962 . 

396.2 

1,1703 

2,123 

6371 

361.9 

1,069.0 

1,940 

5,729 

1963 . 

415.8 

2,197 

6,378 

381.7 

1,108.4 

■AUl 

5,855 

1^ . 

451.4 

1391.0 

2,352 

6,727 

1,170.6 

2,133 

1 

1965 . 

486.8 

1,365.7 

2,505 

7,027 

440.7 

1336.4 

2368 

1966 . 

525.9 

2,675 

7380 

477.3 

1398.9 

2,428 

1967 

562.1 

2,828 

7,513 

1,337.7 

2,534 

1968 . 

609.6 

3,037 

7,728 

552  5 

1,405.9 

2,752 

7,003 

1969 

656.7 

1,599.8 

3339 

7,891 

597.9 

1,456.7 

2,949 

7,185 

1970 

715.6 

nnifn 

3,489 

8,134 

640.0 

1,492.0 

3,121 

7375 

1971 

776.8 

3,740 

mma 

691.6 

1,538.8 

3330 

7,409 

1972 

839.6 

liri-'riLl 

4,000 

8,562 

757.6 

1,621.9 

3,609 

7,726 

1973 

949.8 

IkmJcI 

4,481 

9,042 

8373 

1,689.6 

3,950 

7,972 

1974 

1,038.4 

4,855 

8,867 

916.5 

1,674.0 

4385 

7,826 

1975 

1,142.8 

1,931.7 

5391 

8,944 

1,012.8 

1,711.9 

4,689 

7,926 

1976 . 

1,252.6 

5,744 

9,175 

1,129.3 

1,803.9 

5,178 

8372 

1977 

1,379.3 

2,066.6 

6362 

9381 

13573 

1,883.8 

5,707 

8,551 

1978 

1,551.2 

2,167.4 

6,968 

9,735 

1,961.0 

6304 

8,808 

1979 . 

1,729.3 

2312.6 

7,682 

9,829 

2,004.4 

6,960 

8,904 

1980 . 

1318.0 

2314.3 

8,421 

9,722 

1,732.6 

2,000.4 

7,607 

8,783 

1981 

2,127.6 

2348.6 

9343 

9,769 

1,915.1 

2,024.2 

8320 

8,794 

1982 . 

2361.4 

2361.5 

9,724 

9,725 

2,050.7 

8318 

8,818 

1983 . 

2,428.1 

2331.9 

10,340 

9,930 

B'irJc' 1.1 

2,146.0 

9316 

9,139 

1984 

2,668.6 

2,469.8 

11357 

10,419 

2349.3 

10353 

9,489 

1985 

2,838.7 

2,542.8 

11,861 

10,625 

2354.8 

10,985 

9,840 

1986 

3,019.6 

2,640.9 

12,496 

10,929 

2,807.5 

2,455.2 

11,618 

10,160 

1987 

3309.7 

2,686.3 

13,157 

11,012 

3,012.1 

2,521.0 

12347 

10334 

1982  IV 

2318.1 

2376.1 

9,929 

9,749 

2,117.0 

2,078.7 

9,068 

8,904 

1983  IV 

2,527.9 

2392.7 

10,725 

10,151 

2315.8 

2,191.9 

9,825 

9399 

1984  IV 

2,728.6 

2,496.3 

11,467 

10,491 

2,493.4 

2381.1 

10,479 

9,587 

1985-07 

2,899.5 

2,562.8 

12,068 

10,667 

2,700.4 

2,386.9 

11340 

9,935 

1986-1 

2365.1 

2314.5 

12315 

10358 

2,739.0 

2,415.1 

11375 

10,030 

II 

3,0163 

2355.9 

12,499 

11,006 

2,772.1 

2,440.9 

11,487 

10,115 

III 

3,032.4 

2,643.9 

12,534 

10,928 

2,8423 

2,478.6 

11,750 

10345 

IV 

3,064.7 

2,649.4 

12,635 

10323 

2,876.0 

2,486.2 

11,857 

10350 

1987  1 

3,143.9 

2,679.6 

12,934 

11,024 

2321.7 

2,4903 

12,020 

10345 

n 

3,154.1 

2,652.8 

12,947 

10,889 

2,9923 

2,516.6 

12382 

10330 

III 

3324.9 

2,683.9 

13304 

10,989 

3,0583 

2,5453 

12,521 

10,421 

IV 

3315.8 

2,728.9 

13,543 

11,145 

3,076.3 

2,531.7 

12,564 

10,340 

1988  1 

3375.6 

2,762.3 

13,760 

11360 

3,128.1 

2,559.8 

12,751 

10,435 

II 

3,421.5 

2,7623 

13319 

11337 

3,194.6 

2,579.0 

12,996 

10,492 

III . 

3307.5 

2,800.4 

14331 

11^ 

_ _J 

3361.2 

2,603.8 

13332 

10,564 

Popula¬ 

tion 

(thou¬ 

sands)* 


■  Population  o(  the  Unitad  States  induding  Armed  Forces  overseas;  includes  Alasha  and  Hawaii  beginnini  1960.  Annual  data  are  for 
July  1  through  1958  and  are  averages  of  qu^erly  data  beginning  1959.  Quarterly  data  are  averages  for  the  period. 

Source;  Department  of  Commerce  (Bureau  of  Economic  Analysis  and  Bureau  of  the  Census). 
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Table  B-28. — Gross  saving  and  investment,  1929-88 


[Billions  of  doBors:  quarterly  data  at  seasonally  adjusted  annual  rates] 


>  UndMributad  corporate  profits  etith  inysntory  valuation  and  capital  consumption  adjustments,  corporate  and  noncorporate  capital 
consumption  aBowancas  edtli  capital  conswntion  adjustment,  and  pnvate  vmta  accruals  less  disiMrsamants. 

*  Allocations  of  special  drawini  rights  (SDRs),  aacmrt  as  noted  in  footnote  4. 

*  Net  asports  of  goods  and  sarvicas  lass  net  transfers  to  foreignars  and  intarest  paid  by  govammant  to  foraignars  phis  capital  grants 
racaivsd  b*  the  Unitad  States,  net. 

*  In  Fairuary  1974,  the  U.S.  Govammant  paid  to  India  $2,010  mlHion  In  rupees  under  provisions  of  the  Agricultural  Trade 
Davsiqpmsnt  and  Assistanca  Act.  This  transaction  is  being  traatad  as  capital  grants  paid  to  foraignars.  La.,  a  -$2.0  bmian  entry  in 
capital  rants  racalvad  by  the  Unitad  States,  net. 

Source;  Department  of  Commerce,  Bureau  of  Economic  Analysis. 


Table  B-29.— hy  rndhidusb,  1946-88^ 


[BMiom  of  Man;  quartartir  data  at  aaaMnaHy  adlMtad  anmial  ratal] 


*  Savini  by  hOMiabaldi,  paraoaal  trait  tank,  aaaprofit  laitltatlaaL  firan,  aad  otbar  aaacaiparita  bakaan. 

*  ComMi  of  U.S.  aaiM(i  baadL  ataar  TraaMay  ncariUai,  Coiataaiiat  a|Nqi  aacartUai  aad  vaaMnd  agwicy  lacaritiai, 
mortafa  pool  laearittaa,  aad  Stata  aad  local  abll|atlaai. 

■MOMai  aaitaal  faao  Bum 

*  Corparata  and  fonl|a  boadi  aad  apaa-atarhat  paper. 

*  Prirate  lift  insufttci  rtHnw,  pnvilt  iRturad  Md  MMintyrtd  ptRSkM  raMftn»  Md  fowMMRt  iMwitct  wd  ptMioii  rtswiK. 

*  of  stcufity  cfwflt,  Rwt§itit»  iccidofrt  Md  hiiith  imurMot  raowts^  Md  tMlft  intniict  cWm  for  Nontlioldi  Md  of 
conttMOf  cradK,  touity  in  spomorod  morcIm,  Md  WNdift  insunnoo  eWan  for  aoacorporate  bakaan. 

T  Purchaiai  of  pf^Kal  anati  Ian  Mpradatiea. 

*  bidudai  data  for  caiparala  farm.  _ 

*  Otbar  dibt  caniliti  of  laualty  cradK.  paicy  loiaL  aad  naacorporata  bailaaii  dM. 

Sourco:  Board  of  Gamnan  of  tba  Fadaral  Hmna  SyitaaL 


341 


Table  B-30. — Number  and  median  income  (in  1987  dollars)  of  families  and  persons,  and  poverty  status, 
by  race,  selected  years,  I96i-87 


Year 

Families  ■ 

Pars 

b^ 

povert] 

ons 

9W 

Median  income  of  persons  15  years  ok)  I 
and  over  with  income  *  | 

Num¬ 

ber 

(mil¬ 

lions) 

Median 

income 

Below  poverty  level 

level 

Males 

Females 

Total 

Female 

householder 

Num¬ 

ber 

(mil¬ 

lions) 

Rate 

All 

persons 

Year- 

round 

full-time 

workers 

All 

persons 

Year- 

round 

full-time 

workers 

Num¬ 

ber 

(mil¬ 

lions) 

Rate 

Num¬ 

ber 

(mil¬ 

lions) 

Rate 

ALL  RACES 

1965 . 

48.5 

$25,060 

6.7 

139 

1.9 

38.4 

33.2 

17.3 

$18,093 

$23,767 

$5,479 

$13,748  ' 

1966  ’ . 

4*'.2 

26,377 

Kl 

118 

1.7 

33.1 

28.5 

14.7 

18,582 

24,358 

5,736 

14,098 

1967 . 

50.1 

27,004 

HI 

114 

1.8 

33.3 

27.8 

14.2 

18,902 

24,812 

6,131 

14,290 

1968 

50.8 

28,199 

100 

1.8 

32.3 

25.4 

12.8 

19,535 

25,527 

6,596 

14,923 

1969 

51.6 

29,244 

5.0 

9.7 

1.8 

32.7 

24.1 

12.1 

19,931 

26,872 

6,610 

15,740 

1970 

52.2 

28,880 

5.3 

101 

2.0 

32.5 

25.4 

12.6 

19,523 

26,881 

6,548 

15,922 

1971 

53.3 

28,862 

: 

100 

2.1 

33.9 

25.6 

12.5 

19,372 

27,027 

6,757 

15,999 

1972 

54.4 

30,199 

B;  1 

9.3 

2.2 

32.7 

24.5 

11.9 

20,239 

28,628 

7,061 

16,444 

1973 

55.1 

30,820 

8.8 

2.2 

32.2 

23,0 

11.1 

20,603 

29,329 

7,151 

16,593 

1974  » 

55.7 

29,735 

8.8 

2.3 

32.1 

23.4 

11.2 

19,479 

28,029 

7,103 

16,534 

1975 

56.2 

28,970 

HTl 

9.7 

2.4 

32.5 

25.9 

12.3 

18,695 

27,312 

7,148 

1976 

56.7 

29,863 

Bn 

9.4 

2.5 

33.0 

25.0 

11.8 

18,819 

27,669 

7,139 

16,595 

1977 

57.2 

30,025 

93 

2.6 

31.7 

24.7 

116 

18,986 

28,263 

7,391 

16,531 

1978 

57.8 

30,730 

9.1 

2.7 

31.4 

24.5 

11.4 

19,050 

27,981 

7,087 

16,795 

1979’ 

59.6 

30,669 

5.5 

9.2 

2.6 

30.4 

26.1 

11.7 

18,443 

27,368 

6,814 

16,489 

1980 

60.3 

28,996 

6.2 

103 

3.0 

32.7 

29.3 

13.0 

17,282 

26,444 

6,786 

15,987 

1981 

61.0 

27,977 

11  7 

3.3 

34.6 

31.8 

14.0 

16,836 

25,858 

6,820 

15,567 

1982 

61.4 

27,591 

12  2 

3.4 

36.3 

34.4 

15.0 

16,425 

25,498 

6,932 

16,087 

1983’ 

62.0 

28,147 

12  3 

3.6 

36.0 

35.3 

15.2 

16,725 

25,674 

7,307 

16,528 

1984 

62.7 

28,923 

116 

3.5 

34.5 

33,7 

14.4 

17,069 

26,265 

7,515 

16,875 

1985 

63.6 

29,302 

114 

3.5 

34.0 

33.1 

14.0 

17,232 

26,411 

7,625 

17,170 

1986 

64.5 

30,534 

^Bii 

109 

3.6 

34.6 

32.4 

13.6 

17,739 

26,840 

7,888 

17,458 

1987 

65.1 

30,853 

7.1 

10.8 

3.6 

34.3 

32.5 

13.5 

17,752 

26,722 

8,101 

WHITE 

1970 . 

46.5 

29,960 

3.7 

80 

1.1 

25.0 

17.5 

9.9 

20,521 

27,651 

6,632 

1971 . 

47.6 

29,948 

3.8 

7.9 

1.2 

26.5 

■fn 

9.9 

20,309 

27,788 

6,870 

16,184 

1972 . 

48.5 

31,375 

3.4 

71 

1.1 

24.3 

90 

21,228 

29,661 

7,107 

16,767 

1973 

48.9 

32,211 

3? 

66 

1.2 

24.5 

15.1 

84 

21,618 

30,178 

7,220 

16,874 

1974’ 

49.4 

30,901 

34 

68 

1.3 

24.8 

15.7 

8.6 

20,406 

28,575 

7,184 

16,675 

1975 

49.9 

30,129 

3.8 

7  7 

1.4 

25.9 

mWi 

9.7 

19,638 

27,944 

7,222 

16,338 

1976 

50.1 

31,019 

3  6 

71 

1.4 

25.2 

9.1 

19,839 

28,493 

7,199 

16,723 

1977 

50.5 

31,396 

3,5 

70 

1.4 

24.0 

16.4 

8.9 

19,886 

28,841 

-7,504 

16,635 

1978 

50.9 

31,998 

3.5 

69 

1.4 

23.5 

16.3 

8.7 

19,952 

28,501 

7,172 

16,954 

1979’ 

52.2 

32,003 

3.6 

6.9 

.  1.4 

22.3 

17.2 

9.0 

19,267 

28,159 

6,878 

16,633 

1980 

52.7 

30,211 

4.2 

80 

1.6 

25.7 

19.7 

10.2 

18,383 

27,199 

6,823 

16,141 

1981 

53.3 

29,388 

4.7 

88 

1.8 

27.4 

21.6 

111 

17,865 

26,465 

6,897 

15,827 

1982 

53.4 

28,969 

5.1 

9.6 

1.8 

27.9 

23.5 

12.0 

17,365 

26,177 

7,026 

16,304 

1983’ 

53.9 

29,474 

5.2 

9.7 

1.9 

28.3 

24.0 

12.1 

17,595 

26,359 

7,434 

16,748 

1984 

54.4 

30,294 

49 

91 

1.9 

27.1 

230 

115 

18,018 

27,165 

7,603 

17,042 

1985 

55.0 

30,799 

5.0 

9.1 

2.0 

27.4 

22.9 

11.4 

18,078 

27,144 

7,773 

17,413 

1986 

55.7 

31,935 

4.8 

86 

2.0 

28.2 

22.2 

110 

18,720 

27,590 

8,044 

17,726 

1987 

56.0 

32,274 

4.6 

8.2 

1.9 

26.7 

21.4 

10.5 

18,854 

27,468 

8,279 

17,775 

BIACK 

1970 . 

4.9 

18,378 

1.5 

295 

.8 

54.3 

7.5 

33.5 

12,167 

18,835 

6,038 

13,276 

1971 . 

5.2 

18,072 

15 

28  8 

.9 

53.5 

7.4 

.325 

12,112 

19,001 

6,019 

1972 

5.3 

18,647 

1.5 

29,0 

1.0 

53.3 

7.7 

33.3 

12,858 

20,030 

6,640 

14,344 

1973 

5.4 

18,590 

15 

281 

1.0 

52.7 

7.4 

314 

13,076 

20,340 

6,516 

1974’ 

5.5 

18,451 

1.5 

26.9 

1.0 

52.2 

7.2 

30.3 

12,376 

20,062 

6,467 

14,683 

1975 

5.6 

18,538 

15 

271 

1.0 

50.1 

7.5 

31  3 

11,741 

20,796 

6,561 

15,609 

1976 

5.8 

18,451 

16 

27  9 

1.1 

52.2 

7.6 

31  1 

11,945 

20,408 

6,784 

15,634 

1977 . 

5.8 

17,935 

16 

282 

1.2 

51.0 

7.7 

31.3 

11,801 

19,884 

6,480 

15,548 

1978 

5.9 

18,952 

16 

27  5 

1.2 

50.6 

7.6 

.30.6 

11,952 

21,829 

6,458 

15,714 

1979’ 

6.2 

18,122 

1.7 

27.8 

1.2 

49.4 

8.1 

31.0 

11,927 

20,294 

6,260 

15,241 

1980 

6.3 

17,481 

1.8 

289 

1.3 

49.4 

8.6 

32,5 

11,046 

19,138 

6,317 

15,055 

1981 

6.4 

16,578 

2.0 

.30  8 

1.4 

52.9 

9.2 

:)4.2 

10,623 

18,724 

6,127 

14,293 

1982 

6.5 

16,011 

77 

.33.0 

1.5 

56.2 

9.7 

35.6 

10,406 

18,591 

6,197 

14,572 

1983  ’ 

6.7 

16,610 

2.2 

.323 

1,5 

53.7 

9.9 

35.7 

10,229 

18,794 

6,323 

14,867 

1984 

6.8 

16,884 

2.1 

309 

1.5 

51.7 

9.5 

33.8 

10,338 

18,539 

6,745 

15,358 

1985 

6.9 

17,734 

28  7 

1.5 

50.5 

8.9 

313 

11,376 

18,986 

6,632 

15,414 

1986 

7.1 

18.247 

2.0 

280 

1.5 

50.1 

9.0 

31  1 

11,217 

19,452 

6,806 

15,510 

1987 

7.2 

18,098 

2.1 

29.9 

1.6 

51.8 

9.7 

33.1 

11,101 

19,385 

6,796 

16,211 

■The  term  "family"  refers  to  a  sroup  of  two  or  more  persons  related  by  blood,  marriage,  or  adoption  and  residing  together;  all  such 
persons  are  considered  members  of  the  same  family.  Beginning  1979,  based  on  householder  concept  and  restricted  to  primary  families. 

’Prior  to  1979,  data  are  for  persons  14  years  and  over. 

’Based  on  revised  methodolon;  comparable  with  succeeding  years. 

’Based  on  1980  census  population  controls;  comparable  with  succeeding  years. 

Note.— The  poverty  level  is  based  on  the  poverty  index  adopted  by  a  Federal  Interagency  committee  in  1969.  That  index  reflected 
different  consumption  requirements  for  families  based  on  size  and  composition,  sex  and  age  of  family  householder,  and  farm-nonfarm 
residence.  Minor  revisions  implementMt  in  1981  eliminated  variations  in  the  poverty  thresholds  based  on  two  of  these  variables,  farm- 
nonfarm  residence  and  sex  of  householder.  The  poverty  thresholds  are  updated  every  year  to  reflect  changes  in  the  consumer  price 
index.  For  further  details,  see  “Current  Population  Reports,"  Series  P-60,  No.  160. 

Source:  Department  of  Commerce,  Bureau  of  the  Census. 
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POPULATION,  EMPLOYMENT,  WAGES,  AND  PRODUCTIVITY 

Table  B-31. — Population  by  age  groups,  1929-88 
[Thousands  at  parsons] 


A|e  (yean) 

Julyl 

Undar5 

5-15 

16-19 

20-24 

25-44 

45-64 

65  and 
ovar 

1929 . 

121,767 

11,734 

26300 

9,127 

10,694 

35362 

21,076 

6,474 

1933 . 

125,579 

10,612 

26,897 

9302 

11,152 

37319 

22333 

7363 

1939 . 

130,880 

10,418 

25,179 

11319 

39354 

25323 

8,764 

1940 . 

132,122 

10,579 

24,811 

9,895 

11,690 

39368 

26349 

9331 

1041 . 

133,402 

10,850 

24,516 

9,840 

11307 

40383 

26,7i; 

9388 

1942 

134,860 

11301 

24331 

9,730 

11355 

40361 

27,196 

9384 

1943 

136,739 

12,016 

24,093 

9,607 

12,064 

41,420 

27,671 

9367 

1944 

138,397 

12,524 

23,949 

9,561 

12,062 

42,016 

28,138 

10,147 

1945 

139,928 

12,979 

23,907 

9361 

12,036 

42321 

28,630 

10,494 

1946 

141,389 

13344 

24,103 

9,119 

12,004 

43,027 

29,064 

10328 

1947 

144,126 

14,406 

24,468 

9,097 

11314 

43,657 

29,498 

11,185 

1948 

146,631 

14319 

25309 

8,952 

11,794 

44388 

29,931 

11,538 

1949 

149,188 

15,607 

25,852 

8,788 

11,700 

44316 

30,405 

11,921 

1950 . 

152,271 

16,410 

26,721 

8,542 

11,680 

45,672 

30349 

1951 . 

154,878 

17333 

27379 

8,446 

11352 

46,103 

31362 

1952 . 

157,553 

17312 

28394 

8,414 

11350 

46,495 

31384 

1953 

160,184 

17,638 

8,460 

11,062 

46,786 

32394 

1954 

163,026 

18,057 

31,480 

8,637 

10332 

47,001 

32342 

14,076 

1955 

165,931 

32,682 

8,744 

10,714 

47,194 

33306 

14,525 

1956 

168,903 

33,994 

10,616 

47379 

34,057 

14,938 

1957 

171,984 

35372 

10,603 

47,440 

34,591 

1958 

174,882 

36,445 

10,756 

47337 

35,109 

1959 

177,830 

37368 

10315 

10,969 

47,192 

35,663 

BiQuJ 

1960 

180,671 

20,341 

38,494 

10,683 

11,134 

47,140 

36303 

16,675 

1961 

183,691 

20,522 

39,765 

11,025 

11,483 

47,084 

36,722 

17,089 

1962 

186,538 

20,469 

41305 

11,180 

11359 

47,013 

37355 

17,457 

1963 

189,242 

20342 

41,626 

12,007 

12,714 

46394 

37,782 

17,778 

1964 . 

191,889 

20,165 

42397 

12,736 

13368 

46358 

38338 

18,127 

1965 . 

194,303 

19324 

42,938 

13,516 

13,746 

46312 

38316 

18,451 

1966 . 

196,560 

19308 

43,702 

14311 

14,050 

47,001 

39334 

18,755 

1967 . 

198,712 

18,563 

44344 

14300 

15348 

47,194 

40,193 

19371 

1968 . 

200,706 

17,913 

44,622 

14,452 

15,786 

47,721 

40,846 

19365 

1969 

202,677 

17376 

44,840 

14300 

16,480 

48,064 

41,437 

19,680 

1970 

205,052 

17,166 

44,816 

15389 

17302 

48,473 

41399 

20,107 

1971 

207,661 

17344 

44,591 

15,688 

18,159 

48336 

42,482 

20361 

1972 

209,896 

17,101 

44303 

16,039 

18,153 

50,482 

42398 

21,020 

1973 

211,909 

16351 

43,582 

16,446 

18321 

51,749 

43335 

21,525 

1974 

213,854 

16,487 

42,989 

16,769 

18,975 

53,051 

43322 

22,061 

1975 

215,973 

16,121 

42,508 

17,017 

19327 

54302 

43301 

22,696 

1976 

218,035 

15,617 

42,099 

17,194 

19386 

55352 

44,008 

Z3,m 

1977 

220,239 

15,564 

41398 

17376 

20,499 

57361 

44,150 

23,892 

1978 

222,585 

15,735 

40,428 

17388 

20346 

59,400 

44386 

24,502 

1979 

225,055 

16,063 

39,552 

17342 

21397 

61379 

44390 

25,134 

1980 

227,757 

16,458 

38344 

17,160 

21384 

63,494 

44,515 

25,704 

1981 

230,138 

16331 

38,190 

16,ni 

21321 

65319 

44369 

1982 

232,520 

17398 

37377 

16355 

21307 

67356 

44,602 

26325 

1983 . 

234,799 

17,651 

37,668 

15,704 

21,700 

69371 

44,680 

27,426 

1984 . 

237,001 

17330 

37,657 

15,141 

21336 

72,049 

44318 

27371 

1985 . 

239,279 

18304 

37,691 

14319 

21314 

74377 

44334 

28,540 

1986 . 

241,613 

18,152 

37,706 

14302 

20308 

76,124 

45,055 

29,167 

1987  . 

1988  . 

243,915 

246,113 

18352 

37,685 

14358 

19384 

77397 

45303 

29335 

Note.— tndudas  Armed  Forces  overseas  bafinnini  1940.  Inchides  Alaska  and  Hawait  be(innin(  1950. 
Source:  Department  of  Commerce,  Bureau  of  the  Census. 
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Table  B-32. — Population  and  the  labor  force,  1929-88 


[Monthly  data  seasonally  adjusted,  except  as  noted] 


Year  or  month 

Civilian 

noninsti- 

tutkmal 

popula¬ 

tion* 

Resi¬ 

dent 

Armed 

Forces' 

Labor 

force 

includ¬ 

ing 

resident 

Armed 

Forces 

Employ¬ 

ment 

includ¬ 

ing 

residmt 

Armed 

Forces 

Civilian  labor  force 

Unemploy¬ 
ment  rate 

Civil¬ 

ian 

labor 

force 

par¬ 

tici¬ 

pation 

rate* 

Civil¬ 

ian 

em¬ 

ploy¬ 

ment/ 

pop¬ 

ula¬ 

tion 

ratio* 

Total 

Employment 

Un- 

em- 

ploy- 

ment 

All 

work¬ 

ers* 

Civil¬ 
ian 
work¬ 
ers  * 

Total 

Agri¬ 

cul¬ 

tural 

Non- 

agri- 

cultural 

Thousands  of  persons  14  years  of  age  and  over 

Percent 

1929 . 

49.180 

47.630 

10.450 

37.180 

1.550 

3.2 

1933 . 

51,590 

38.760 

10.090 

28.670 

12.830 

24.9 

1939 . 

55.230 

45.750 

9.610 

36.140 

9.480 

17  2 

1940 . 

99,840 

55,640 

47.520 

9.540 

37.980 

8120 

14  6 

557 

47  6 

1941 . 

99,900 

55^910 

50^350 

9400 

4li250 

5'560 

9.9 

560 

504 

1942 . 

98,640 

56.410 

53750 

9'250 

44|500 

2^660 

4.7 

57  2 

545 

1943 . 

94,640 

55.540 

54,470 

9.080 

45|390 

1  070 

19 

587 

57  6 

1944 . 

93,220 

541630 

53|960 

8|950 

45.010 

670 

12 

586 

57  9 

1945 . 

94,090 

53.860 

52.820 

8  580 

44  240 

1040 

19 

57  2 

1946 . 

103,070 

57;520 

55750 

8420 

46,930 

2^270 

39 

55  8 

536 

1947 . 

106,018 

60,168 

57,812 

8,256 

49;557 

2:356 

3.9 

56.8 

54.5 

Thousands  of  persons  16  years  of  age  and  over 

1947 . 

101,827 

59.350 

57.038 

7.890 

49  148 

2311 

19 

194S . 

103,068 

60^621 

58|343 

7429 

50714 

2,27S 

38 

566 

1949 

103,994 

61.286 

57,651 

7.658 

49,993 

3|637 

5.9 

55  4 

1950 

104,995 

63,377 

60,087 

62,208 

58,918 

7,160 

51,758 

3,288 

5? 

53 

59.2 

561 

1951 

104,621 

64,160 

62,104 

62,017 

59,961 

6,726 

53,235 

2,055 

3,2 

33 

mi 

57  3 

1952 

105,231 

64,524 

62,636 

62,138 

60,250 

6,500 

53,749 

1,883 

29 

30 

57  3 

1953* 

107,056 

2,231 

65,246 

63,410 

63,015 

61,179 

6,260 

54,919 

1,834 

28 

29 

571 

1954 

108,321 

2,142 

65,785 

62,251 

63,643 

60,109 

6,205 

53,904 

3,532 

54 

55 

65  5 

1955 

109,683 

KJTTi 

67,087 

64,234 

65,023 

62,170 

6,450 

55,722 

2,852 

4  3 

4.4 

567 

1956 

110,954 

68,517 

65,764 

66,552 

63,799 

6,283 

57,514 

2,750 

40 

4.1 

57  5 

1957 

112,265 

68,877 

66,019 

66,929 

64,071 

5,947 

58,123 

2,859 

42 

4  3 

571 

1958 

113,727 

1,847 

69,486 

64,883 

67,639 

63,036 

5,586 

57,450 

66 

68 

654 

1959 

115,329 

1,788 

70,157 

66,418 

68,369 

64,630 

5,565 

59,065 

3,740 

5.3 

5.5 

59.3 

56.0 

I960* . 

117,245 

1,861 

71,489 

67,639 

69,628 

65,778 

5,458 

60,318 

3,852 

54 

55 

59.4 

561 

1961 . 

118,771 

HlTui 

72,359 

67,646 

70,459 

65,746 

5,200 

60,546 

4,714 

65 

67 

554 

1962* . 

120,153 

Kirill 

72,675 

68,763 

70,614 

66,702 

4,944 

61,759 

3,911 

54 

55 

555 

1963 . 

122,416 

73,839 

69,768 

71,833 

67,762 

4,687 

63,076 

4,070 

55 

57 

554 

1964 . 

124,485 

75,109 

71,323 

73,091 

69,305 

4,523 

64,782 

3,786 

50 

52 

55  7 

1965 . 

126,513 

Kki^ 

76,401 

73,034 

74,455 

71,088 

4,361 

66,726 

3,366 

4.4 

45 

562 

1966 . 

128,058 

2,122 

77,892 

75,017 

75,770 

72,895 

3,979 

68,915 

2,875 

37 

31j 

569 

1967 . 

129,874 

2,218 

79,565 

76,590 

77,347 

74,372 

3,844 

70,527 

2,975 

3  7 

3.8 

^^fl 

57  3 

1968 . 

132,028 

2,253 

80,990 

78,173 

78,737 

75,920 

3,817 

72,103 

2,817 

3  5 

3.6 

57  5 

1969 . 

134,335 

2,238 

82,972 

80,140 

80,734 

77,902 

3,606 

74,296 

2,832 

3.4 

3.5 

Kt 

58.0 

1970 . 

137,085 

2,118 

84,889 

80,796 

82,771 

78,678 

3,463 

75,215 

4,093 

48 

49 

57  4 

1971 . 

140,216 

1,973 

86,355 

81,340 

84,382 

79,367 

3,394 

75,972 

5,016 

58 

59 

566 

1972* . 

144,126 

1,813 

88,847 

83,966 

87,034 

82,153 

3,484 

78,669 

4,882 

55 

56 

57  0 

1973* . 

147,096 

1,774 

91,203 

86,838 

89,429 

85,064 

3,470 

81,594 

4,365 

48 

49 

57  8 

1974 . 

150,120 

1,721 

93,670 

88,515 

91,949 

86,794 

3,515 

83,279 

5,156 

55 

56 

57  8 

1975 . 

153,153 

1,678 

95,453 

87,524 

93,775 

85,846 

3,408 

82,438 

7,929 

83 

85 

561 

1976 . 

156,150 

1,668 

97,826 

90,420 

96,158 

88,752 

3,331 

85,421 

7,406 

76 

77 

568 

1977 . 

159,033 

1,656 

100,665 

93,673 

99,009 

92,017 

3,283 

88,734 

6,991 

69 

71 

57  9 

1978* . 

161,910 

1,631 

103,882 

97,679 

102,251 

96,048 

3,387 

92,661 

6,202 

60 

61 

63  2 

59  3 

1979 . 

164,863 

1,597 

106,559 

100,421 

104,962 

98,824 

3,347 

95,477 

6,137 

5.8 

5.8 

63.7 

59.9 

1980 . 

167,745 

1,604 

108,544 

100,907 

106,940 

99,303 

3,364 

95,938 

7,637 

70 

71 

63.8 

592 

1981 . 

170,130 

1,645 

110,315 

102,042 

108,670 

lEEa 

3,368 

97,030 

8,273 

7  5 

76 

590 

1982 . 

172,271 

1,668 

111,872 

101,194 

110,204 

99,526 

3,401 

96,125 

10,678 

9  5 

97 

57.8 

1983 . 

174,215 

1,676 

113,226 

102,510 

111,550 

lEDSa 

3,383 

97,450 

10,717 

95 

96 

1984 . 

176,383 

1,697 

115,241 

106,702 

113,544 

105,005 

3,321 

101,685 

8,539 

74 

75 

1985 . 

178,206 

1,706 

117,167 

108,856 

115,461 

107,150 

3,179 

103,971 

8,312 

71 

72 

1986* . 

180,587 

1,706 

119,540 

111,303 

117,834 

109,597 

3,163 

106,434 

8,237 

69 

70 

K^in 

1987 . 

182,753 

1,737 

121,602 

114,177 

119,865 

112,440 

3,208 

109,232 

7,425 

6.1 

6.2 

65.6 

61.5 

1984:  Jan . 

175,533 

1,686 

113,899 

104,883 

112,213 

103,197 

3,296 

99,901 

9,016 

79 

80 

63.9 

.588 

175,679 

1,684 

114,314 

105,511 

112,630 

103,827 

3,354 

100,473 

8,803 

77 

7.8 

Kll 

.591 

Maf . 

175,824 

1,686 

114,397 

105,659 

112,711 

103,973 

3,234 

100,739 

8,738 

7.6 

78 

64.1 

59.1 

Apr . 

1,693 

114,822 

106,058 

113,129 

104,365 

3,309 

101,056 

8,764 

76 

7.7 

May . 

1,690 

115,310 

106,849 

113,620 

105,159 

3,319 

101,840 

8,461 

73 

74 

KM 

June . 

1,690 

115,521 

107,300 

113,831 

105,610 

3,377 

102,233 

8,221 

7.1 

7.2 

64.6 

59.9 

July . 

176,440 

1,698 

115,645 

107,127 

113,947 

105,429 

3,340 

102,089 

8,518 

7.4 

75 

64.6 

598 

Aug . 

176,583 

1,712 

115,404 

106,879 

105,167 

3,295 

8,525 

74 

75 

KO 

596 

Sept . 

176,763 

1,720 

115,556 

107,198 

105,478 

3,388 

8,358 

72 

73 

644 

597 

Oct . 

176,956 

1,705 

115,720 

107,339 

114,015 

105,634 

3,195 

102,439 

8,381 

72 

74 

644 

59.7 

Nov . 

177,135 

1,699 

115,884 

107,684 

114,185 

105,985 

3,400 

102,585 

8,200 

71 

72 

645 

Dec . 

177,306 

1,698 

116,268 

107,910 

114,570 

106,212 

3,387 

102,825 

8,358 

7.2 

7.3 

64.6 

SB 

See  next  page  for  continuation  of  table. 


Table  B-32. — Population  and  the  labor  force,  1929-SS — Continued 
[Monthly  data  seasonally  adjusted,  except  as  noted] 


Labor 

force 

includ¬ 

ing 

resident 

Armed 

Forces 

Civilian  labor  force 

Unemploy¬ 
ment  rate 

Civil- 

Civilian 
noninsti¬ 
tutional 
popula¬ 
tion  > 

Employ- 

- 

. 

ian 

labor 

ploy- 

ment/ 

pop¬ 

ula¬ 

tion 

ratio* 

Year  or  month 

dent 

Armed 

Forces' 

mduding 

resident 

Armed 

Forces 

Total 

Total 

Agri¬ 

cul¬ 

tural 

Non- 

agri- 

cultural 

Un- 

em- 

ploy- 

ment 

All 

work¬ 

ers* 

Civil¬ 

ian 

work¬ 

ers* 

force 

par¬ 

tici¬ 

pation 

rate* 

Thousands  of  persons  16  years  of  age  and  over 

Percent 

1985:  Jan . 

177,384 

1,697 

116,457 

107,993 

114,760 

106,296 

3,331 

102,965 

8,464 

7.3 

7.4 

647 

59.9 

Feb . 

177,516 

1,703 

116,606 

108,276 

114,903 

106,573 

3,325 

103,248 

8,330 

7.1 

72 

64  7 

60.0 

Mar . 

177,667 

1,701 

117,012 

108,691 

115,311 

106,990 

3,260 

103,730 

8,321 

7.1 

72 

649 

611.? 

Apr . 

May . 

177,799 

1,702 

117,040 

108,644 

115,338 

106,942 

3,319 

103,623 

8,396 

7.2 

7.3 

64.9 

60.1 

177,944 

1,705 

116,916 

108,612 

115,211 

106,907 

3,238 

103,669 

8,304 

7.1 

7.2 

64.7 

60.1 

June . 

178,096 

1,702 

116,723 

108,309 

115,021 

106,607 

3,147 

103,460 

8,414 

7.2 

7.3 

64.6 

59.9 

July . 

178263 

1,704 

116,993 

108,513 

115,289 

106,809 

3,134 

103,675 

8,480 

7.2 

74 

647 

59.9 

Aug . 

178,405 

1,726 

117,037 

108,851 

115,311 

107,125 

3,141 

103,984 

8,186 

70 

71 

646 

60.0 

Sept . 

178,572 

1,732 

117,613 

109,367 

115,881 

107,635 

3,059 

104,576 

8,246 

7.0 

7  1 

649 

603 

Oct . 

178,770 

1,700 

117,787 

109,488 

116,087 

107,788 

3,059 

104,729 

8,299 

7.0 

7.1 

64.9 

60.3 

Nov . 

178,940 

1,702 

117,857 

109,702 

116,155 

108,000 

3,073 

104,927 

8,155 

6.9 

7.0 

64.9 

60.4 

Dec . 

179,112 

1,698 

118,017 

109,861 

116,319 

108,163 

3,147 

105,016 

8,156 

6.9 

7.0 

64.9 

60.4 

1986: Jan* . 

179,670 

1,691 

118,442 

110,595 

116,751 

108,904 

3,307 

105,597 

7,847 

6.6 

6.7 

65.0 

60.6 

Feb . 

179,821 

1,691 

118,642 

110,215 

116,951 

108,524 

3,097 

105,427 

8,427 

7.1 

7.2 

65.0 

60.4 

Mar . 

179,985 

1,693 

118,876 

110,546 

117,183 

108,853 

3,213 

105,640 

8,330 

7.0 

7.1 

65.1 

60.5 

tor . 

180,148 

1,695 

119,029 

110,656 

117,334 

108,961 

3,168 

105,793 

8,373 

7.0 

7  1 

651 

60.5 

May . 

180,311 

1,687 

119,168 

110,724 

117,481 

109,037 

3,099 

105,938 

8,444 

7.1 

7.2 

65.2 

60.5 

June . 

180,503 

1,680 

119,792 

111,351 

118,112 

109,671 

3,176 

106,495 

8,441 

7.0 

7.1 

65.4 

60.8 

July . 

180,682 

1,672 

119,787 

111,509 

118,115 

109,837 

3,127 

106,710 

8,278 

6.9 

7.0 

65.4 

60.8 

Aug . 

180,828 

1,697 

119,847 

111,732 

118,150 

110,035 

3,106 

106,929 

8,115 

6.8 

6.9 

65.3 

60.9 

Sept . 

180,997 

1,716 

120,061 

111,763 

118,345 

110,047 

3,164 

106,883 

8,298 

6.9 

7.0 

65.4 

60.8 

Oct . 

181,186 

1,749 

120,173 

111,943 

118,424 

110,194 

3,142 

107,052 

8,230 

6.8 

6.9 

65.4 

60.8 

Nov . 

181,363 

1,751 

120,422 

112,208 

118,671 

110,457 

3,233 

107,224 

8,214 

6.8 

6.9 

65.4 

60.9 

Dec . 

181,547 

1,750 

120,326 

112,407 

118,576 

110,657 

3,153 

107,504 

7,919 

6.6 

6.7 

65.3 

61.0 

1987:  Jan . 

181,827 

1,748 

120,726 

112,762 

118,978 

111,014 

3,174 

107,840 

7,964 

66 

6.7 

65.4 

61.1 

Feb . 

181,998 

1,740 

120,970 

113,084 

119,230 

111,344 

3,225 

108,119 

7,886 

6.5 

6.6 

65.5 

61.2 

Mar . 

182,179 

1,736 

120,982 

113,191 

119,246 

111,455 

3,237 

108:218 

7,791 

6.4 

6.5 

65.5 

61.2 

. . . 

182,344 

1,735 

121,098 

113,541 

119,363 

111,806 

3,250 

108,556 

7,557 

6.2 

6.3 

65.5 

61.3 

182,533 

1,726 

121,633 

114,060 

119,907 

112,334 

3,269 

109,065 

7,573 

6.2 

6.3 

65.7 

61.5 

June . 

182,703 

1,718 

121,326 

114,018 

119,608 

112,300 

3,192 

109,108 

7,308 

6.0 

6.1 

65.5 

61.5 

July . 

182,885 

1,720 

121,610 

114,359 

119,890 

112,639 

3,212 

109,427 

7,251 

6.0 

6.0 

65.6 

61.6 

Aug . 

183,002 

1,736 

122,042 

114,786 

120,306 

113,050 

3,143 

109,907 

7,256 

5.9 

6.0 

65.7 

61.8 

Sept . 

183,161 

1,743 

121,706 

114  315 

119,963 

112,872 

3,184 

109,688 

7,091 

58 

5.9 

6.5.5 

61.6 

Oct . 

183,311 

1,741 

122,128 

114,.51 

120,387 

113,210 

3,249 

109,961 

7,177 

5.9 

6.0 

65.7 

61.8 

Nov . 

183,470 

1,755 

122,349 

115,259 

120,594 

113,504 

3,172 

110,332 

7,090 

5.8 

5.9 

65.7 

61.9 

Dec . 

183,620 

1,750 

122,472 

115,494 

120,722 

113,744 

3,215 

110,529 

6,978 

5.7 

5.8 

65.7 

61.9 

1988: Jan . 

183,822 

1,749 

122,924 

115,878 

121,175 

114,129 

3,293 

110,836 

7,046 

5.7 

5.8 

65.9 

62.1 

Feb . 

183,969 

1,736 

123,084 

116,145 

121,348 

114,409 

3,228 

111,182 

6,938 

5.6 

5.7 

66.0 

62.2 

Mar . 

184,111 

1,736 

122,639 

115,839 

120,903 

114,103 

3,204 

110,899 

6,801 

5.5 

5.6 

65.7 

62.0 

. . ::::: 

184232 

1,732 

123,055 

116,445 

121,323 

114,713 

3,228 

111,485 

6,610 

5.4 

5.4 

65.9 

62.3 

184,374 

1,714 

122,692 

115,909 

120,978 

114,195 

3,035 

111,160 

6,783 

5.5 

5.6 

65.6 

61.9 

June . 

184,562 

1,685 

123,157 

116,703 

121,472 

115,018 

3,085 

111,933 

6,455 

5.2 

5.3 

65.8 

62.3 

July . 

184,729 

1,673 

123,357 

116,732 

121,684 

115,059 

3,046 

112,014 

6,625 

5.4 

5.4 

65.9 

62.3 

Aug . 

184,830 

1,692 

123,723 

116,872 

122,031 

115,180 

3,151 

112,029 

6,851 

5.5 

5.6 

66.0 

62.3 

Sept . 

184,962 

1,704 

123,628 

117,032 

121,924 

115,328 

3,169 

112,158 

6,596 

5.3 

5.4 

65.9 

62.4 

Oct . 

185,114 

1,687 

123,699 

117,208 

122,012 

115,521 

3,266 

112,255 

6,491 

5.2 

5.3 

65.9 

62.4 

Nov . 

185244 

1,705 

124,277 

117,681 

122,572 

115,976 

3,276 

112,700 

6,595 

5.3 

5.4 

66.2 

62.6 

'  Not  seasonally  adjusted. 

*  Unemployed  as  percent  ol  latm  lorce  including  resident  Armed  Forces. 

’  Unem^ed  as  percent  of  civilian  labor  lorce. 

*  Civilian  labor  force  as  percent  of  civilian  noninstitutional  population. 

‘  Civilian  employment  as  percent  of  civilian  noninstitutional  population. 

*  Not  strictly  comparable  with  earlier  data  due  to  population  adjustments  as  follows:  Beginning  1953,  introduction  of  1950  census 
data  added  about  600,000  to  population  and  350,000  to  labor  lorce,  total  employment,  and  agricultural  employment.  Beginning  1960, 
inclusion  of  Alaska  and  Hawaii  added  about  500,000  to  population,  300,000  to  labor  force,  and  240,000  to  nonagriculturar  employment. 
Beginning  1962,  introduction  of  1960  census  data  reduced  population  by  about  50,000  and  labor  force  and  employment  by  200,000. 
Beginning  1972,  introduction  of  1970  census  data  added  about  800,000  to  civilian  noninstitutional  population  and  333,000  to  labor 
lorce  and  employment.  A  subsequent  adjustment  based  on  1970  census  in  March  1973  added  60,000  to  labor  force  and  to  employment. 
Beginning  1978,  changes  in  sampling  and  estimation  procedures  introduced  into  the  household  survey  added  about  250,000  to  labor 
lorce  and  to  employment.  Unemployment  levels  and  rates  were  not  significantly  affected.  Beginning  1986,  the  introduction  of  revised 
popuiation  controls  added  about  400,000  to  the  civilian  population  and  labor  lorce  and  350,000  to  civilian  employment.  Unemployment 
levels  and  rates  were  not  significantly  affected. 

Note.— Labor  force  data  in  Tables  B-32  through  B-41  are  based  on  household  interviews  and  relate  to  the  calendar  week  including 
the  12th  of  the  month.  For  definitions  of  terms,  area  samples  used,  historical  ccmparabiKty  of  the  data,  comparability  with  other  series, 
etc.,  see  "Employment  and  Earnings." 

Source:  Department  of  Labor,  Bureau  of  Labor  Statistics. 
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Table  B-33. — Civilian  employment  and  unemployment  by  sex  and  age,  1947-88 
[Thousands  at  persons  16  years  o(  age  and  over;  monthly  data  seasonally  adjusted] 


Year  or  month 

Civilian  employment 

Unempfoyment  | 

Total 

Males 

Females 

Total 

Males 

Females  | 

Total 

16-19 

years 

20 

years 

and 

over 

Total 

16-19 

years 

20 

years 

and 

over 

Total 

16-19 

years 

20 

years 

and 

over 

Total 

lfr-19 

years 

20 

years 

and 

over 

1947 . 

57,038 

40,995 

2,218 

38,776 

16,045 

1,691 

14,354 

1,692 

270 

1,422 

619 

144 

475 

1948 

58.343 

41,725 

2344 

39382 

16,617 

1,682 

14,936 

1,559 

256 

1,305 

717 

564 

1949 

57,651 

40,925 

2,124 

38,803 

16,723 

1,588 

15,137 

2,572 

353 

2,219 

1,065 

223 

841 

1950 

58,918 

41,578 

2,186 

39,394 

17340 

1,517 

ImA 

3388 

2,239 

318 

1,922 

Eslll 

rj 

854 

1951 

59,961 

41,780 

2,156 

39,626 

18,181 

1,611 

2,055 

1,221 

191 

1,029 

834 

689 

1952 

60,250 

41,682 

2,107 

39,578 

18,568 

1,612 

1,883 

1,185 

205 

980 

698 

Jn 

559 

1953  ■ 

61,179 

42,430 

2,136 

40396 

18,749 

1,584 

17,164 

1,834 

1,202 

184 

1,019 

s 

510 

1954 

60,109 

41,619 

1,985 

39,634 

18,490 

1,490 

17,000 

3,532 

2,344 

310 

2,035 

I? 

tT 

997 

1955 

62,170 

42,621 

2,095 

40,526 

19,551 

1,547 

18,002 

2,852 

1,854 

274 

1,580 

823 

1956 

63,799 

43,379 

2,164 

41316 

20,419 

1,654 

18,767 

2,750 

1,711 

269 

1,442 

832 

1957 

64,071 

43,357 

2,115 

41339 

20,714 

1,663 

19,052 

2,859 

1,841 

■tIOl 

1,541 

S 

821 

1958 

63,036 

42,423 

2,012 

40,411 

20,613 

1,570 

19,043 

4,602 

3,098 

416 

2,681 

1,242 

1959 

64,630 

43,466 

2,198 

41367 

21,164 

1,640 

19,524 

3,740 

2,420 

398 

2,022 

ik 

1,063 

1960' 

65,778 

43,904 

2,361 

41,543 

21,874 

1,768 

20,105 

3,852 

2,486 

426 

2,060 

1,080 

1961 

65,746 

43,656 

2,315 

41,342 

22,090 

1,793 

20396 

4,714 

2,997 

479 

2,518 

1,368 

1962  • 

66,702 

44,177 

2,362 

41,815 

22,525 

1,833 

20,693 

3,911 

2,423 

408 

2,016 

Tk 

1,175 

1963 

67,762 

44,657 

2,406 

42,251 

23,105 

1,849 

21357 

4,070 

2,472 

501 

1,971 

U 

1316 

1964 

69,305 

45,474 

2,587 

42,886 

23,831 

1,929 

21,903 

3,786 

2,205 

487 

1,718 

iT 

m 

1,195 

1965 

71,088 

46,340 

2,918 

43,422 

24,748 

2,118 

22,630 

3,366 

1,914 

4/9 

1,435 

1,056 

1966  . 

72,895 

46,919 

3,253 

43,668 

25,976 

2,468 

23,510 

2,875 

1,551 

432 

1,120 

921 

1967 

74,372 

47,479 

3,186 

44394 

26,893 

2,496 

24,397 

2,975 

1,508 

448 

1,060 

IpT 

1,078 

1968 

75,920 

48,114 

3,255 

44,859 

27,807 

2,526 

25381 

2,817 

1,419 

426 

993 

Jr 

985 

1969 

77,902 

48,818 

3,430 

45,388 

29,084 

2,687 

26,397 

2,832 

npg 

440 

963 

Ij 

1,015 

1970 

78,678 

48,990 

3,409 

45,581 

29,688 

2,735 

26,952 

4,093 

2338 

599 

i 

s 

1,349 

1971 ... 

79,367 

49,390 

3,478 

45,912 

29,976 

2,730 

27346 

5,016 

2,789 

693 

Utp/J 

1,658 

1972'. 

82,153 

50,896 

3,765 

47,130 

31357 

2,980 

28376 

4,882 

2,659 

711 

'M 

1,625 

1973'. 

85,064 

52,349 

4,039 

48,310 

32,715 

3331 

29,484 

4,365 

23/5 

653 

1974... 

86,794 

53,024 

4,103 

48,922 

33,769 

3,345 

30,424 

5,156 

2,714 

757 

1,957 

s 

i.n7 

1975... 

85,846 

51,857 

3,839 

48,018 

33,989 

3363 

30,726 

7,929 

4,442 

966 

3,476 

2 

2,684 

1976.. 

88,752 

53,138 

3,947 

49,190 

35,615 

3,389 

32326 

7,406 

4,036 

939 

r  VV 

E 

2,588 

1977... 

92,017 

54,728 

4,174 

50,555 

37389 

3,514 

33,775 

6,991 

3,667 

874 

r  tr 

:  m 

E 

2,535 

1978'. 

96,048 

56,479 

4336 

52,143 

39,569 

3,734 

35,836 

6302 

3,142 

813 

r  i1‘ 

■  a 

2392 

1979 . 

98,824 

57,607 

4,300 

53,308 

41317 

3,783 

37,434 

6,137 

3,120 

811 

1  LL; 

3,018 

743 

2,276 

19B0 

99,303 

57,186 

4,085 

53,101 

42,117 

3,625 

38,492 

7,637 

4,267 

913 

i  IS 

3.37a 

755 

2,615 

1981 

100,397 

57,397 

3,815 

53,582 

43,000 

3,411 

39,590 

8373 

4,577 

962 

r  '7r 

■nRTji 

2,895 

1982 . 

99,526 

56,271 

3,379 

52,891 

43356 

3,170 

40,086 

10,678 

6,179 

1,090 

3,613 

1983 

100,834 

56,787 

3300 

53,487 

44.047 

3,043 

41,004 

10,717 

6360 

1,003 

5,257 

3  1 

3,632 

1984  . 

105,005 

59,091 

3,322 

55,769 

45,915 

3,122 

42,793 

BJBi] 

4,744 

812 

3,932 

£  • 

3,107 

1985 

107,150 

59,891 

3,328 

56,562 

47359 

3,105 

44,154 

8,312 

4,521 

806 

3,715 

lc|y^TI 

3,129 

1986' 

109,597 

60,892 

3323 

57,569 

48,706 

3,149 

45,556 

4,530 

779 

3,751 

1  i 

3,032 

1987 . 

112,440 

62,107 

3,381 

58,726 

50,334 

3360 

47,074 

4,101 

732 

3,369 

3,324 

1  j 

2,709 

1987  Jan 

111,014 

61,562 

3,342 

58320 

49,452 

3,162 

46390 

7,964 

4,449 

758 

3,691 

3,515 

s 

2,877 

Teh 

111,344 

61,697 

3,373 

58,324 

49,647 

3,162 

46.485 

4  374 

768 

3606 

3.512 

2 

2,858 

Mar . 

111,455 

61,688 

3,308 

58,380 

49,767 

3,185 

46,582 

7,791 

4327 

774 

3,553 

3,464 

S 

2,832 

ter . 

111,806 

61,815 

3399 

58,516 

49,991 

3330 

46,761 

7,557 

4314 

760 

3,454 

3,343 

u 

2,733 

Ihf . 

112,334 

61,977 

3,304 

58,673 

50,357 

3329 

47,028 

7,573 

803 

3,456 

3,314 

2,700 

June . 

112,300 

61,984 

3,352 

58,632 

50316 

3328 

47,088 

7,308 

658 

3,422 

2,634 

July . 

112,639 

62,150 

3367 

58,783 

50,489 

3383 

47306 

7351 

3,960 

637 

3,323 

s 

2,680 

Au| . 

113,050 

62,341 

3,516 

58325 

50,709 

3,401 

47308 

7356 

4,021 

763 

3,258 

r  f'lL* 

2 

2,661 

Sept . 

112,872 

62,368 

3,401 

58,967 

50,504 

3353 

47351 

7,091 

709 

3,118 

E 

2,671 

Oct . 

113,210 

62,468 

3,431 

59,037 

50,742 

3362 

47,480 

7.in 

mm 

3,174 

ft  Fyj: 

2 

2,615 

Nov . 

113,504 

62,581 

3,417 

59,164 

50,923 

3389 

47,634 

7,090 

3,135 

W 

Dec . 

113,744 

62,656 

3,471 

59,185 

51,088 

3,338 

47,750 

6,978 

3,063 

3,193 

7^. 

1988:  Jan .  . 

114,129 

62,808 

3,521 

59387 

51321 

3344 

47,977 

7,046 

3,847 

693 

3,154 

3,200 

2,581 

Tib . 

114,409 

63,059 

3,434 

59,625 

51350 

3345 

48,005 

6,938 

3,707 

636 

3,071 

3331 

596 

2,635 

Mar . 

114,103 

62,759 

3352 

59,407 

51,344 

3312 

48,132 

6,801 

3,816 

727 

3,089 

2,985 

574 

2,411 

ter . 

114,713 

63,323 

3,440 

59,883 

51,390 

3320 

48,170 

.  6,610 

3,553 

644 

2,909 

3,057 

615 

2,442 

ll»lf . 

114,195 

63,030 

3,439 

59,590 

51,166 

3306 

47,960 

6,783 

3,736 

664 

3,072 

3,04/ 

566 

2,481 

June . 

115,018 

63,411 

3,614 

59,797 

51,607 

3,438 

48,169 

6,455 

3,495 

625 

2,870 

2,960 

487 

2,473 

July . 

115,059 

63,490 

3,537 

59,954 

51,569 

3,370 

48,199 

6,625 

3,519 

704 

2J15 

3,106 

530 

2,576 

Ami . 

115,180 

63,425 

3,591 

59334 

51,755 

3388 

48,466 

6,851 

3,768 

678 

3,090 

3,083 

615 

2,468 

Sept . 

115,328 

63,512 

3,489 

60,024 

51315 

3,364 

48,452 

6,596 

3,555 

698 

2357 

3,041 

580 

2,461 

Oct . 

115,521 

63,417 

3,428 

59,989 

52,104 

3,333 

48.ni 

6,491 

3,600 

698 

2,902 

2,890 

489 

2,401 

Nov . 

115,976 

63,537 

3,556 

59,981 

52,439 

3386 

49,153 

6,595 

3,642 

604 

3,038 

2,954 

496 

2,458 

>  See  loetnete  6,  Table  B-32. 

Nole.-$ae  Note.  Table  B-32. 

Source-.  Department  at  Labor,  Bureau  of  Labor  Statistia. 
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Table  B-34. — Cmlisn  mploymmt  by  demographic  cbaracteristic,  1934-88 
[ThoMMMb  of  ponom  16  yoora  of  a(t  and  omt;  oMothly  drta  soasonoHy  adiustad] 


AN 
cMNan 

workan  Total  Halos 


111X114  96,749 
111,344  97X101 
111,459  97,074 
111J06  97336 
112334  97329 
112300  97,686 

112336  97317 
113,050  96,161 
112372  96XM9 
113310  96317 
113304  96,492 
113344  96,779 

114,129  99,044 
114,409  99,474 
114,103  99374 
114,7U  96,751 
114,199  96397 
115,016  99332 

115,096  99,725 
115,160  99301 
115326  100319 
115321  100,144 
115376  100376 


59,161  43363 
59310  43364 
59346  44,027 
55370  44,161 
55320  43377 
55366  44366 

55364  44340 
55309  44392 
55357  44362 
59326  44316 
55,747  44331 


Holt.— Sat  fostMla  6  aNd  Matt,  Takfa  6-32. 

Saarca;  Dapartaiaat  af  Labar,  Banaa  af  Ijbar  StattaflGt. 
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Table  B-35. — Unemployment  by  demographic  characteristic,  l9i4-88 
[ThouMnds  of  persons  16  years  of  age  and  over;  monthly  data  seasonally  adjusted] 


Table  B-36. — Labtr  font  participation  ratt  and  mployment/population  ratio,  1948-88 
[Percent:  monthly  data  seasonally  adjusted] 


1948  . 

1949  . 

1950  . 

1951  . 

1952 

1953 

1954 

1955  . 

1956 

1957 

1958 

1959 

1960 

1961 

1962 

1963 

1964 

1965 

1966 

1967 

1968 

1969 

1970 

1971 

1972 

1973 

1974 

1975 

1976 

1977 

1978 

1979 

1980 

1981 

1982 

1983 

1984 

1985 

1986 

1987 

1987:  Jan .. 
Feb.. 
Mar.. 


S, 


July.. 

Aug.. 

Sept 

Oct.. 

Nov.. 

Dec.. 

1988:  Jan.. 
Feb.. 
Mar.. 


July... 

Aug... 

Sept.. 

Oct... 

Nov... 


tatar  force  partldpatien  rale 


CiviaR> 


Emphiyment/population  ratio 


Total 

Males 

Fe- 

ntttes 

Both 

16-19 

years 

Wiile 

Black 

and 

other 

Black 

Total* 

Total 

Nbtes 

Fe¬ 

males 

Both 

seies 

16-19 

years 

While 

Black 

and 

other 

Black 

58.8 

866 

32.7 

52.5 

56.6 

83.5 

31.3 

47.7 

58.9 

86.4 

331 

52.2 

55.4 

81.3 

31.2 

45.2 

592 

86.4 

51.8 

56.6 

561 

82.0 

32.0 

45.5 

59.2 

BBI 

58.2 

57,3 

84.0 

Kc 

47.9 

: 

■■■■ 

58.2 

57.3 

83.9 

Kt  [ 

46.9 

Hn 

58.0 

57.1 

; 

46.4 

Bt  : 

.58.2 

64.0 

55.5 

BUj 

Br  'i 

42.3 

55.2 

580 

35.7 

Bj: 

.58  7 

64.2 

K  ; 

.56,7 

81  8 

i 

43.5 

mi 

587 

85  5 

36.9 

59.4 

649 

m'- 

575 

823 

Kt 

45.3 

Bi  :1 

595 

84.8 

36.9 

Bb  ; 

59.1 

64.4 

K  : 

57.1 

81.3 

Kt 

43.9 

R  J 

593 

37.1 

Br 

58.9 

64.8 

55.4 

785 

Bt*  • 

39.9 

55.3 

,56  7 

37.1 

46.7 

58.7 

64.3 

56.7 

56.0 

79.3 

35.0 

39.9 

55.9 

57.5 

37.7 

47.5 

58.8 

64.5 

56.1 

78.9 

35.5 

40.5 

55.9 

57  9 

38.1 

58.8 

641 

.55.4 

776 

Kw  ^ 

39.1 

55.3 

562 

37.9 

K 

58.3 

63.2 

55.5 

77.7 

0 

m 

55.4 

563 

.58.7 

81.4 

38.3 

58.2 

55.4 

77.1 

Kt  : 

55.3 

562 

58.7 

81.0 

38.7 

Kr 

582 

5,5.7 

77,3 

: 

B 

55.5 

57  0 

80,7 

39.3 

45.7 

58.4 

62.9 

56.2 

77.5 

Bx ' 

56.0 

57.8 

i  i 

80.4 

403 

.58.7 

63.0 

.56.9 

77.9 

Bl: 

42.1 

804 

41  1 

H:  1 

592 

62.8 

K'i' 

.57.3 

780 

B^  ■ 

42.2 

801 

41.6 

593 

62  2 

KT- 

,57  5 

778 

B^  : 

42.2 

580 

£ , 

79.8 

42.7 

49.4 

59.9 

62.1 

58.0 

77.6 

Bg  [ 

43.4 

B.^:Yi1 

58.1 

S 

79.7 

43.3 

499 

60.2 

61.8 

!  58.0 

57.4 

76.2 

42.3 

57.5 

56.8 

79.1 

43.4 

Tf 

60.1 

60.9 

Kr  r 

56.6 

74.9 

40.4 

41.3 

56.8 

54.9 

78.9 

43.9 

60.4 

60.2 

59.9 

1  r 

57.0 

75.0 

41.0 

43.5 

57.4 

54.1 

,5.37 

78.8 

44.7 

60.8 

60.5 

60.2 

E 

57.8 

B  .* 

45.9 

mf' 

55.0 

545 

61.3 

78.7 

45.7 

?ir 

61.4 

60.3 

59.8 

E 

MU, 

B 

46.0 

5.35 

61.2 

77.9 

46.3 

Tjn 

61.5 

59.6 

58.8 

mi 

Be'*: 

B 

43.3 

Bl'r 

Rln 

501 

61.6 

77.5 

47.3 

rjt 

61.8 

59.8 

59.0 

B*^:  : 

B 1 

B^ 

44.2 

Re 

Rn] 

508 

62.3 

77.7 

48.4 

22 

62.5 

60.4 

59.8 

E 

Bt  : 

B 

B^ 

46.1 

Bri' 

525 

514 

63.2 

77.9 

50.0 

63.3 

62.2 

61.5 

By  ; 

B| : 

48.3 

RE 

54.7 

536 

63.7 

77.8 

50.9 

•  Jt 

63.9 

62.2 

61.4 

60.3 

Bo  : 

47.5 

48.5 

60.6 

55.2 

53.8 

638 

774 

51.5 

56.7 

64.1 

61.7 

61.0 

59.6 

59.2 

72.0 

47.7 

46.6 

60.0 

.53.6 

523 

63.9 

77.0 

52.1 

55.4 

64.3 

61.3 

BriTl 

ml 

Kp  1 

Bf  ( 

J 

44.6 

60.0 

52.6 

513 

64.0 

76.6 

52.6 

54.1 

64.3 

61.6 

■rilil 

Bt  : 

Bn  1 

Bi  [J 

41.5 

ml 

494 

640 

764 

52.9 

53.5 

64.3 

62.1 

lliol 

m 

B'T.  • 

■.*1:  : 

B^  j| 

41.5 

Bll!] 

49  5 

64.4 

76.4 

53.6 

53.9 

IT  1 

62.6 

62.2 

B*;:  o' 

Bit'  r 

B^  j 

43.7 

R 

53.6 

52.3 

64.8 

76.3 

54.5 

54.5 

It  n 

63.3 

62.9 

E  ■ 

Bn  il 

Bit  : 

j 

44.4 

B 

54.7 

53.4 

653 

763 

55.3 

54.7 

63.7 

63.3 

m.  L 

Bri  >: 

B1  1 

j 

44.6 

B:  i 

554 

54.1 

65.6 

76.2 

56.0 

54.7 

65.8 

64.3 

63.8 

61.9 

Bi  i 

W  • 

52.5 

45.5 

R  j 

56.8 

55.6 

65.4 

76.4 

55.5 

54.3 

65.7 

64.0 

63.4 

61.4 

61.1 

71.2 

51.8 

44.7 

61.9 

56.0 

54.5 

65.5 

764 

55.7 

54.7 

64.1 

63.8 

■riM 

m 

44.9 

62.0 

56.0 

54.8 

6.5,5 

762 

65,7 

54.3 

64.2 

6.3.5 

B  : 

Bi'ii’J 

B|M 

44.6 

62.0 

56.2 

.54.7 

6.5.5 

76.2 

65.8 

54.2 

63.9 

630 

B 

Bniel 

B||n 

44.8 

62.1 

56.4 

54.8 

65.7 

763 

56.1 

557 

■.*1'  : 

64.0 

63.5 

E 

Bnlhi 

Bijn 

Re 

45.4 

62.4 

56.3 

54.8 

65.5 

76.0 

55.9 

53.6 

65.7 

63.9 

63.4 

61.8 

Biiol 

71.3 

52.5 

45.0 

62.3 

56.6 

55.2 

65.6 

760 

56.1 

54.0 

65.7 

64.3 

64.0 

61.9 

61.6 

71.5 

52.6 

45.5 

62.3 

57.0 

55.9 

6.5.7 

763 

56.2 

56.3 

64.5 

64.5 

BilJ 

52.8 

47.2 

62.5 

57.2 

56.4 

6.5.5 

760 

56.0 

54.4 

64.0 

63.8 

52.6 

62.4 

57.0 

55.9 

65  7 

761 

567 

55.1 

: 

64.5 

643 

■ifl 

52.8 

62.5 

57.6 

565 

6.57 

761 

56.3 

54.8 

mi 

64.8 

64.4 

BflPi 

71.7 

52.9 

45.7 

62.6 

57.7 

56.6 

65.7 

76.1 

56.4 

55.5 

66.0 

64.7 

64.4 

KJj 

61.9 

71.7 

53.1 

46.6 

62.7 

57.6 

56.6 

659 

762 

566 

560 

661 

647 

64.4 

62.4 

62.1 

71.8 

53.2 

47.0 

62.8 

57.7 

56.5 

660 

763 

566 

549 

663 

641 

640 

625 

62,2 

72,0 

5.3.2 

46.5 

63.0 

56.8 

559 

65  7 

760 

56.3 

53.9 

66.0 

63.9 

636 

62.3 

62.0 

71.6 

53.2 

45.0 

62.9 

56.6 

55.4 

65.9 

763 

56.4 

54.2 

66.2 

63.7 

63.4 

62.6 

62.3 

72.2 

53.2 

45.6 

63.2 

56.8 

55.7 

65.6 

761 

56.1 

54.0 

65.9 

63.4 

63.3 

62.3 

61.9 

71.8 

52.9 

45.5 

62.8 

56.3 

55.5 

65.8 

76.2 

56.4 

56.2 

66.2 

63.4 

62.8 

62.7 

62.3 

72.2 

53.4 

48.5 

63.2 

56.9 

55.5 

659 

762 

56.5 

56.0 

66.1 

64.4 

64.2 

62.6 

62.3 

72.2 

53.3 

47.5 

63.0 

57.9 

56.8 

660 

764 

56.6 

56.4 

663 

641 

64.0 

62.7 

62.3 

721 

53.4 

47.5 

63.1 

57.8 

56  7 

659 

762 

56.6 

5&2 

66.3 

63.6 

6.3.5 

62.7 

62.4 

72.1 

53.5 

47.3 

63.1 

577 

56.7 

65.9 

761 

56.7 

55.0 

66.2 

64.2 

63.9 

62.7 

62.4 

72.0 

53.7 

46.8 

63.2 

58.0 

56.9 

66.2 

762 

57.1 

55.0 

66.5 

64.2 

64.1 

62.9 

62.6 

72.1 

54.0 

47.4 

63.4 

57.7 

56.9 

*  labor  force  Incfuding  residant  Armed  Farces  as  percent  of  nonmstitutional  population  including  resident  Armed  Forces. 

*  Civilian  labor  force  as  percent  of  civilian  noninstitutionM  papulation  in  group  specified. 

‘Employment  including  resident  Armed  Forces  as  percent  of  nonmstitutional  population  including  resident  Armed  Forces. 
‘  Civilian  employment  as  percent  of  civilian  nonmstitutional  population  in  group  specified. 

Note.— Data  relate  to  persons  16  years  of  age  and  over. 

See  footnote  6  and  Note,  Table  B-32. 

Source:  Department  of  Labor,  Bureau  of  labor  Statistics. 
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Table  B-37. — Citfilian  labor  forte  participation  rate  by  demographic  characteristic,  1954-88 
[Percent;'  monthly  deta  seasonally  adjusted] 


‘ 


■  Civilian  labor  force  as  percent  of  civilian  noninstitutional  population  in  group  specified. 
Note.— Data  relate  to  persons  16  years  of  age  and  over. 

See  footnote  6  and  Note,  Table  B-32. 


Source:  Department  of  Labor,  Bureau  of  Labor  Statistics. 
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Table  B-38. — Civilian  employment/population  ratio  by  demographic  characteristic,  1954-88 
(ParMit;*  monthly  data  saasonaHy  adjuatad] 


Whita  Mack  and  othar  or  Mack 


Malas  Famales 

A  TntsI  ^  ^  ^ 

?■  Tn«>i  16-19  yaars  16-19  lom  Tnt.i  16-19  »aan 

s  Total  ^  ^  Total  ^  'ol"  yaars  and 

ovar  o«ar  am 


20  20 
16-19  yaan  16-19  yaan 

yaars  and  yaars  and 

OMT 


62.3  63.0 
62J  63.1 

62.4  63.1 

62.4  63.2 

62.6  63.4 


>  Civflian  amploymant  as  parcant  of  cMNan  nonkutitiitional  population  in  group  spacifiad. 
Nota.— Data  ralata  to  parsons  16  yaars  of  aga  and  o«ar. 

Sea  footnote  6  and  Nota,  TaMa  B-32. 

Source;  Department  of  labor.  Bureau  of  Labor  Statistics. 


26.1  54.8 

27.1  54.0 

27.2  53.8 

26.2  54.4 
25.9  54.9 
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Table  Unemployment  raU,  1948-88 

[PiKMit;  montMy  diti  saasofially  adiustwQ 


Nett.— OtU  rtMi  to  pum  16  yMn  of  i|e  and  oner. 

^32. 


Tabu  B-40. — Civilian  unemployment  rate  by  demographic  characteristic,  1948-88 
[PwcMit;*  monthly  data  saaaonally  adjuatadl 


Whita  Hack  and  othar  or  black 

All 

MM*  rvllwm  MSn*  rVMM* 

Year  or  month  ion  I  I  20  \  20  1  20  20 

^  TOUI  ^  T^a.  Total  »S‘  To«  ^ 


I  pwGMit  of  cMKm  labor  foroo  hi  bMip  1 
aala  I  and  Mala,  TaMa  B-32. 

•nt  at  Latwr,  (man  af  labor  StaBaUca. 


Table  B-41. — Unemployment  by  duration  and  reason,  1947-88 
[MontMir  data  laasonaNy  adjusted*] 


Duration  of  uneinploynwnt 

Uneni-  27 

gjg!:  ^5  5-14  15-26  weeks 

22.?  weeks  weeks  and 


‘  Because  at  independent  seasonal  adjustment  of  the  various  series,  detail 
*  Data  lor  1967  nr  reason  for  unewploimient  are  not  strictly  camperaUe 
equal  to  total  unemploynient 
llole.-Sae  footnote  6  and  Hole,  Table  B-32. 

Source:  Oepertment  of  labor.  Bureau  of  Labor  Statistics. 


-F 


Tablb  B-42. — Urumpkymtnt  insuratut  program,  stUcttd  data,  19fi-88 


Year  or  month  - 

AN  programs 

State  programs 

Covwed 

employ¬ 

ment' 

Insured 

unemploy¬ 

ment 

(weekly 

aver- 

•ge)** 

Total 

benefits 

paid 

(millions 

of 

dollars)*  « 

Insured 

unem¬ 

ployment 

Initial 

dahns 

Exhaus¬ 

tions* 

Insured 

Banafits  paid 

iNicffiploy' 

mamas 

parcant 

of 

covarad 

amploy* 

miMlf 

ToM 

(^eiNions 

of 

dollars)* 

Avaraaa 

mmSi 

chack 

(doNars)* 

Thousands 

Weekly  average;  thousands 

1955 . 

40,018 

1599 

1,560.2 

1565 

226 

25 

3.5 

15S05 

25.04 

1956 . 

42,751 

1523 

1540.6 

1515 

227 

20 

35 

1580.7 

27.02 

1957 . 

43,436 

1571 

1,913.0 

1,446 

270 

23 

3.6 

1,733.9 

28.17 

1958 

44,411 

2,773 

4590.6 

2,510 

369 

50 

6.4 

3512.7 

30.58 

1959 

45,728 

1,860 

2554.3 

1,684 

277 

33 

4.4 

2579.0 

30.41 

1960 

2,071 

3,022.8 

1,908 

331 

31 

4.8 

2,726.7 

32.87 

1961 

46^66 

2,994 

4558.1 

2590 

350 

46 

5.6 

3,422.7 

3350 

1962 

47,776 

1,946 

3,145.1 

1,783 

302 

32 

4.4 

2,675.4 

34.56 

1963 

48,434 

’1,973 

3,025.9 

’1,806 

’298 

30 

45 

2,774.7 

3557 

1964 

49,637 

1,753 

2,7495 

1,605 

268 

26 

3.8 

2,522.1 

35.92 

1965 

51,580 

1,450 

2560.4 

1,328 

232 

21 

3.0 

2,166.0 

37.19 

1966 

54,739 

1,129 

1,890.9 

1,061 

203 

15 

25 

1,7715 

39.75 

1967 

56,342 

1570 

2521.5 

1505 

226 

17 

2.5 

2,092.3 

41.25 

1968 . 

57577 

1,187 

2,191.0 

1,111 

201 

16 

25 

2,031.6 

43.43 

1969 

59599 

i,in 

2598.6 

1,101 

200 

16 

2.1 

2,127.9 

46.17 

1970 

59,526 

2,070 

4509.3 

1,805 

296 

25 

3.4 

3,848.5 

50.34 

1971 

59575 

2,608 

6,154.0 

2,150 

295 

39 

4.1 

4557.0 

54.02 

1972 

66,458 

2,192 

5,491.1 

1548 

261 

35 

3.5 

4,471.0 

56.76 

1973 

69597 

1,793 

4,517.3 

1,632 

247 

29 

2.7 

4,007.6 

59.00 

1974 

72,451 

2,558 

6,933.9 

2562 

363 

37 

3.5 

5,974.9 

64.25 

1975 

71,037 

4,937 

16,802.4 

3,986 

478 

81 

6.0 

11,754.7 

70.23 

1976 

73,459 

3546 

12544.8 

2,991 

386 

63 

4.6 

8,974.5 

75.16 

1977 

76,419 

3508 

10,998.9 

2,655 

375 

55 

3.9 

85575 

78.79 

1978 

88504 

2,645 

9,006.9 

2559 

346 

39 

3.3 

7,7175 

83.67 

1979 

92,062 

2,592 

9,4015 

2,434 

388 

39 

2.9 

8,612.9 

89.67 

1980 . 

92,659 

3537 

16,175.4 

3,350 

488 

59 

3.9 

13,761.1 

98.95 

1981 

93,300 

3,410 

15587.1 

3,047 

460 

57 

3.5 

13562.1 

106.70 

1982 . 

91,628 

4,594 

23,774.8 

4,061 

583 

80 

4.6 

20,649.5 

119.37 

1983 

91,898 

3,775 

20506.2 

3596 

438 

80 

3.9 

17.762.8 

123.59 

1984 . 

96,474 

2,561 

13,109.6 

2,476 

377 

50 

2.8 

12,594.7 

123.47 

1985 . 

99,186 

2,693 

14,495.1 

2,611 

396 

50 

2.9 

13,977.8 

128.23 

1986 . 

101,099 

2,746 

15592.1 

2,650 

378 

52 

2.8 

15,402.8 

135.72 

1987 . 

•98,757 

2,401 

14,532.0 

^2,332 

328 

46 

2.4 

14560.9 

140.58 

1987: Jan . 

3576 

1,576.4 

2  523 

Fob . 

3;i55 

i;556.2 

2570 

361 

52 

2.6 

1,499.7 

140.80 

Mar . 

2,933 

1,659.0 

2,439 

342 

53 

2.6 

1,601.7 

140.91 

^ . 

2,526 

1,421.9 

2,367 

334 

58 

2.5 

1,379.4 

140.77 

May . 

2516 

1,118.7 

2521 

333 

49 

2.4 

1,084.4 

140.64 

June . 

2,108 

1,153.8 

2597 

331 

47 

2.4 

1,120.7 

140.47 

July 

2510 

1,167.8 

2,273 

329 

51 

2.4 

1,135.8 

139.24 

Aug . 

2,030 

1,048.5 

2523 

307 

39 

25 

1,019.2 

140.09 

Se^ . 

1,800 

983.3 

2,102 

289 

39 

2.2 

954.7 

140.27 

Oct . 

1,759 

892.4 

2,035 

293 

38 

2.1 

865.7 

141.58 

Nov . 

1,931 

895.3 

2,037 

303 

35 

2.1 

869.8 

141.13 

Oac . 

2522 

1539.6 

2,090 

317 

42 

25 

1506.4 

142.50 

1988: Jan 

2,870 

1  3627 

Feb . 

2.V5 

i;473.8 

2508 

327 

41 

2.3 

1,445.2 

147.40 

Mar . 

2,536 

1,574.3 

2,140 

308 

43 

2.2 

1,542.8 

147.17 

^ . 

2508 

1,165.9 

2,087 

302 

44 

2.1 

1,140.6 

145.74 

May . 

1,949 

1,042.9 

2,064 

313 

41 

2.1 

1,016.6 

145.05 

June 

1,877 

1,065.9 

2,064 

302 

39 

2.1 

1,034.5 

143.28 

July 

2,044 

989.7 

2,096 

328 

39 

2.1 

961.9 

142.56 

Aug . 

1,905 

1,122.8 

2,098 

306 

37 

2.1 

1,093.4 

137.79 

sjpt . 

1,722 

926.5 

2,015 

289 

33 

2.0 

903.5 

145.19 

Oct . 

1,667 

841.9 

1  434 

32 

Nov  ' . 

i;9K 

2.0 

_  1 

‘‘Monthly  data  are  seasonally  adjusted. 

‘  Includes  persons  under  the  State,  UCfE  (Federal  employee,  effective  January  1955).  and  RUB  (Railroad  Retirement  Board)  programs. 
Beginning  October  1958^lso  includes  the  UCX  program  (unemployment  compensation  for  ex-servicemen). 

*  Includes  State,  UCfE,  RR,  UCX,  UCV  (unemployment  compensation  for  veterans,  October  1952-January  1960),  and  SRA 
(Servicemen's  Readjustment  Act,  September  1944-September  1951}  programs.  Also  includes  Federal  and  State  extended  benefit 
programs.  Does  not  include  FSB  (Federal  supplemental  benefits),  SUA  (special  unemployment  assistance),  and  Federal  Supplemental 
Compensation  programs.  1988  monthly  data  exclude  railroad,  for  which  data  are  not  yet  available. 

*  Covered  workers  who  have  completed  at  least  1  week  of  unemployment. 

‘  Annual  data  are  net  amounts  and  monthly  data  are  gross  amounts. 

*  Individuals  receiving  final  payments  In  b^it  year. 

*  For  total  unemploymant  only. 

*  Programs  include  Puerto  Rican  sugarcane  workers  for  initiai  claims  and  Insured  unemployment  beginning  Juhr  1963. 

*  Latest  data  available  for  all  programs  combined.  Workers  covered  by  State  programs  account  for  about  97  percent  of  wage  and 
salary  earners. 

Source:  Department  of  labor.  Employment  and  Training  Administration. 
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Table  B-43. — Employees  on  nonagricultural  payrolls,  by  major  industry,  1946-88 
[Thousands  of  persons;  monthly  data  seasonally  adjusted] 


Goods-producing  industries 


Manufacturing 


Con¬ 

struction 


Durable 

goods 


17.248 

18,509 

18,774 

17,565 

18,506 

19,959 

20,198 

21,074 

19,751 

20.513 
21,104 
20,964 

19.513 
20,411 
20,434 
19,857 
20,451 
20,640 
21,005 
21,926 
23,158 
23,308 
23,737 
24,361 
23,578 
22,935 
23,668 
24,893 
24,794 
22,600 
23,352 
24,346 
25,585 
26,461 
25,658 
25,497 
23313 
23334 
24,727 
24,859 
24,558 
24,784 


14,703 

15,545 

15,582 

14,441 

15341 

16,393 

16,632 

17.549 
16,314 
16,882 
17343 
17,174 
15,945 
16,675 
16,796 
16,326 
16,853 
16,995 
17,274 
18,062 
19,214 
19.447 

19.781 
20,167 
19,367 
18,623 
19,151 
20,154 
20,077 
18,323 
18,997 
19,682 
20,505 
21,040 
20,285 
20,170 

18.781 
18,434 
19378 
19360 
18,965 
19,065 
18,870 
18,902 
18,913 
18,942 
18,970 
18,982 
19,069 
19,111 
19,156 
19326 
19397 
19348 
19,369 
19390 
19,405 
19,460 
19,490 
19,544 
19,503 
19,560 

19.549 
19,648 
19,719 


67,897 

70,384 

70,880 

71314 

73,675 

76,790 

78365 

76,945 

79382 

82,471 

86,697 

89,823 

90,406 

91,156 

89,566 

90300 

94,496 

97,519 

99,525 

102,310 

100,795 

101,016 

101360 

101,615 

101,829 

102,078 


11,895 

11,208 

10,636 

11,049 

11,891 

11,925 

10,688 

11,077 

11,597 

12,274 

12,760 

12,187 

12,109 

11,039 

10,732 

11,505 

11.49Q 

11,230 

11318 

11,114 


106371 

106,425 

106,737 

106,975 

107,431 


Table  B-43. — Employees  on  nonagricultural  payrolls,  by  major  industry,  1946-88 — Continued 
[Diousands  of  persons;  monthly  data  seasonally  adiusted] 


Service-prodiicing  industries 


Trans- 

Fmance, 

Government 

Year  or  month 

portation 

Whole- 

«  .  .. 

insur- 

Total 

and 

sale 

ance. 

Services 

State 

public 

trade 

11 JK 

and  real 

Total 

Federal 

and 

utilities 

estate 

local 

1S46 . 

24,404 

4,061 

2,291 

6,084 

1,675 

4,697 

5,595 

2854 

3,341 

1947 . 

25,348 

4,166 

2,471 

6,485 

1,728 

5,025 

5,474 

1,892 

3,582 

1948 . 

26,092 

4,189 

2,605 

6,667 

1,800 

5,181 

5,650 

1,863 

3,787 

1949. 

26,189 

4,001 

2,602 

6,662 

1,828 

5,240 

5,856 

1,908 

3,948 

1950. 

26,691 

4,034 

2,635 

6,751 

1,888 

5,357 

6,026 

1,928 

4,098 

1951 

27,860 

4,226 

2,727 

7,015 

1,956 

5,547 

6,389 

2,302 

4,087 

1952 

28,595 

4,248 

2,812 

7,192 

2,035 

5,699 

6,609 

2,420 

4,188 

1953 

29,128 

4,290 

2,854 

7,393 

2,111 

5,835 

6,645 

2,305 

4,340 

1954 

29,239 

4,084 

2,867 

7,368 

2,200 

5,969 

6,751 

2,188 

4,563 

1955 

30,128 

4,141 

2,926 

7,610 

2,298 

6,240 

6,914 

2,187 

4,727 

i9SS 

31,266 

4,244 

3,018 

7,840 

2,389 

6,497 

7878 

2,209 

5,069 

1957 

31,889 

4,241 

3,028 

7,858 

2,438 

6,708 

7,616 

2817 

5,399 

1958 

31,811 

3,976 

2,980 

7,770 

2,481 

6,765 

7,839 

2,191 

5,648 

1959 

32,857 

4,011 

3,082 

8,045 

2,549 

7,087 

8,083 

2833 

5,850 

1960 

33,755 

4,004 

3,143 

8,248 

2,629 

7,378 

8,353 

2870 

6,083 

1961 

34,142 

3,903 

3,133 

8,204 

2,688 

7,620 

8,594 

2879 

6815 

1962 

35,098 

3,906 

3,198 

8,368 

2,754 

7,982 

8,890 

2,340 

6,550 

1963 

36,013 

3,903 

3,248 

8,530 

2,830 

8,277 

9825 

2,358 

6,868 

1964 

37,278 

3,951 

3,337 

8,823 

2,911 

8,660 

9,596 

2,348 

7848 

1965 

38,839 

4,036 

3,466 

9,250 

2,977 

9,036 

10,074 

2,378 

7,696 

1966 

40,743 

4,158 

3,597 

9,648 

3,058 

9,498 

10,784 

2,564 

8820 

1967 

42,495 

4,268 

3,689 

9,917 

3,185 

10,045 

11,391 

2,719 

8,672 

1968 

44,160 

4,318 

3,779 

10,320 

3,337 

10,567 

11,839 

2,737 

9,102 

1989 

46,023 

4,442 

3,907 

10,798 

3,512 

11,169 

12,195 

2,758 

9,437 

1970 

47,302 

4,515 

3,993 

11,047 

3,645 

11,548 

12,554 

2,731 

9,823 

1971 

48,278 

4,476 

4,001 

11,351 

3,772 

11,797 

12,881 

2,696 

10,185 

1972 

50,007 

4,541 

4,113 

11,836 

3,908 

12,276 

13,334 

2,684 

10,649 

1973 

51,897 

4,656 

4,277 

12,329 

4,046 

12,857 

13,732 

2,663 

11,068 

1974 

53,471 

4,725 

4,433 

12,554 

4,148 

13,441 

14,170 

2,724 

11,446 

1975 

54,345 

4,542 

4,415 

12,645 

4,165 

13,892 

14,686 

2,748 

11,937 

1978 

56,030 

4,582 

4,546 

13,209 

4,271 

14,551 

14,871 

2,733 

12,138 

1977  , 

58,125 

4,713 

4,708 

13,808 

4,467 

15,303 

15,127 

2,727 

12,399 

1978 

61,113 

4,923 

4,969 

14,573 

4,724 

16,252 

15,672 

2,753 

12,919 

1979 

63,363 

5,136 

5,204 

14,989 

4,975 

17,112 

15,947 

2,773 

13,174 

1980 

64,748 

5,146 

5,275 

15,035 

5,160 

17,890 

16841 

2,866 

13,375 

1931 

65,659 

5,165 

5,358 

15,189 

5,298 

18,619 

16,031 

2,772 

13859 

1982 

65,753 

5,082 

5,278 

15.179 

5,341 

19,036 

15,837 

2,739 

13,098 

1983 

66,866 

4,954 

5,268 

15,613 

5,468 

19,694 

15,869 

2,774 

13,096 

1984 

69,769 

5,159 

5,555 

16,545 

5,689 

20,797 

16,024 

2,807 

13816 

1985 

72,660 

5,238 

5,717 

17,356 

5,955 

22,000 

16,394 

2,875 

13,519 

1386 

74,967 

5,255 

5,753 

17,930 

6,283 

23,053 

16,693 

2,899 

13,794 

1987 

77,525 

5,385 

5,872 

18,509 

6,549 

24,196 

17,015 

2,943 

14,072 

1987  Jan 

76,294 

5,304 

5,778 

18,210 

6,445 

23,668 

16,889 

2,909 

13,980 

Feb 

76,483 

5,316 

5,797 

18,279 

6,466 

23,743 

16,882 

2,914 

13,968 

Mar 

76,724 

5,331 

5,807 

18,327 

6,491 

23858 

16,910 

2,923 

13,987 

>9’ 

77,019 

5,354 

5,829 

18,394 

6,518 

23,962 

16,962 

2,930 

14,032 

May 

77.176 

5,356 

5,841 

18,417 

6,539 

24,053 

16,970 

2,936 

14,034 

June . 

77,394 

5,363 

5,860 

18,481 

6,553 

24,153 

16,984 

2,939 

14,045 

July 

77,642 

5,373 

5,874 

18,543 

6,570 

24873 

17,009 

2,941 

14,068 

77,821 

5,394 

5,892 

18,569 

6,581 

24869 

17,016 

2,943 

14,073 

Sent 

78,004 

5,427 

5,914 

18,605 

6,588 

24,415 

17,055 

9,962 

14,093 

78,346 

5,448 

5,935 

18,705 

6,604 

24,524 

17,130 

2,966 

14,164 

Nov 

78,555 

5,466 

5,958 

18,761 

6,608 

24,604 

17,158 

2,974 

14,184 

Dec . 

78,800 

5,481 

5,984 

18,784 

6,619 

24,725 

17807 

2,980 

14827 

1988  Jan 

79,082 

5,499 

6,010 

18,927 

6,633 

24,795 

17818 

2,973 

14845 

Feb 

79,458 

5,513 

6.035 

19,045 

6,636 

24,975 

17,254 

2,972 

14882 

Mar 

79,690 

5,530 

6,061 

19,050 

6,651 

25,078 

17,320 

2,970 

14,350 

'9' 

79,846 

5,543 

6,089 

19,093 

6,650 

25,163 

17,308 

2,963 

14845 

May 

80,023 

5,556 

6,115 

19,130 

6,656 

25816 

17,350 

2,957 

14893 

June . 

80,465 

5,582 

6,148 

19,205 

6,679 

25,472 

17,379 

2,951 

14,428 

July 

80,608 

5,598 

6,174 

19,261 

6,684 

25,561 

17,330 

2,951 

14879 

80,786 

5,605 

6,192 

19,279 

6,689 

25,662 

17,359 

2,956 

14,403 

Sept 

81,089 

5,618 

6,219 

19,291 

6,692 

25,737 

17,532 

2,989 

14,543 

Oct 

81,234 

5,623 

6,242 

19,329 

6,710 

25,814 

17,516 

2,990 

14,526 

Nov  ' . 

81,578 

5,662 

6,270 

19,348 

6,729 

26,008 

17,561 

2,991 

14,570 

Note.— Data  in  Tables  B-43  through  6-45  are  based  on  reports  from  employing  estaWtshments  and  relate  to  full-  and  part-time  wage 
and  salary  workers  in  nonMricultural  estabtishments  who  received  p»  for  any  part  of  the  pay  period  which  includes  the  12tb  of  the 
month.  Not  comparable  with  labor  force  data  (Tables  B-32  through  B-41)  which  include  proprietors,  self-employed  persons,  domestic 
servants,  and  unpaid  family  workers;  which  count  persons  as  emplayed  when  they  are  not  at  work  because  of  mdustrial  disixites,  bad 
weather,  etc.,  even  if  they  are  not  paid  for  the  time  off;  and  which  are  based  on  a  sample  of  the  working-age  population.  For 
d^iption  and  details  of  the  various  establishment  data,  see  "Employment  and  Earnings.” 

Source:  Department  of  Labor,  Bureau  of  Labor  Statistics. 
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Table  B-44. — Averagt  weekly  hours  and  hourly  earnings  in  selected  private  nonagricultural  industries, 

1947-88 

[For  production  or  nonsupervisory  workers;  monthly  data  seasonally  adjusted,  except  as  noted] 


Adjusted  hourly  earnings,  total 
private  nonagricultural  > 


Percent  change 
irom  a  year 
earlier* 


Table  B-45. — Average  weekly  earnings  in  selected  private  nonagricultural  industries,  1947-88 
[For  production  or  nonsupermory  workers;  monthly  data  seasonally  adjusted,  except  as  noted] 


Average  weekly  earnings 


Percent  change  from 
a  year  earlier,  total 
private 

nonagricultural  > 


■  Also  includes  other  private  industty  groups  shown  in  TaMe  B-43. 

*  Earnings  in  current  dollars  dhndad  Iv  the  consumer  price  indei  for  urban  wage  earners  and  clerical  workers  on  a  1977-100  base. 

*  Based  on  data  not  seasonally  adjusted. 

Note.— See  Note,  Table  B-43. 

Source;  Department  of  Labor,  Bureau  of  Labor  Statistics. 
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Table  B-46. — ProJuetmty  and  rtlaud  data,  butimss  stctar,  1947-88 
[1977-100;  quartirlir  data  saaionaHy  ad|wtad] 


>  Output  refan  to  gross  domestic  product  originatine  in  Hw  sector  in  1982  doUan. 

'  Houn  of  aN  persons  engaged  in  ttie  sector,  including  houn  of  proprieton  and  unpaid  family  workers.  Estimates  based  primarily  on 
establishmsnt  data. 

*  Wages  and  salaries  of  employees  phis  amployen’  contributions  for  social  insurance  and  privata  benefit  plans.  Mso  indudes  an 
estimate  of  wages,  saiarieL  and  supplemental  payments  for  the  self-employed. 

*  Hourly  conmensation  dnildad  by  the  consumer  price  indei  for  all  urban  consumen. 

*  Current  doHar  gross  domestic  product  dividad  by  constant  dollar  gross  domestic  product 
Source;  Department  of  Labor,  Bureau  of  Labor  Statistics. 
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Tabus  B-47. — Cbanga  in  pndiutivity  and  nlattd  data,  kusintss  stctar,  1948-S8 


[BwcMrt  chwi*  from  prandkif  pwM;  qmtntt  dst*  «t  stMonaSy  idiutM  mmmI  rain] 


*  Output  reftn  to  gross  donwstic  product  origkiatinf  in  tho  soctor  in  1982  doNars. 

*  Hours  of  aN  parsons  onMod  in  tiM  soctor,  including  hours  of  propilotors  and  unpaid  famiiy  tnriiars.  Esthnatas  basad  primarilir  on 
establislunant  da& 

*  Wagas  and  salarias  of  ampioyoos  phis  amptoyors'  contributions  for  social  insuranca  and  privato  banolit  plans.  Abo  bidudos  an 
astimato  of  mgas,  salarlos,  and  supplainantal  payments  for  tbo  salf.oniployod. 

*  Hourly  conmansation  dmdad  by  tho  consumor  prico  kidas  for  aN  urban  consumars. 

*  Currant  dollar  gross  domastic  product  dbiidad  py  constant  dollar  gross  domastic  product 

Nota.— Parcant  changes  am  based  on  orighnl  data  and  tharafora  may  dKfar  slightly  from  percent  changas  basad  on  indaaas  hi  TaMa 
B-46. 

Source;  Dapartmant  of  Labor,  Bureau  of  Labor  Statistics. 


PRODUpiON  AND  BUSINESS  ACTIVITY 

Table  B-48. — Industrial  production  indexes,  major  industry  divisions,  I939-S8 
[1977=100;  monthly  data  seasonally  adjusted] 


Source:  Board  of  Governors  of  the  Federal  Reserve  System. 


Table  B-49. — Industrial  production  indtxts,  market  groupings,  1947-88 
[1977»100;  monthly  data  saasonaHy  adfustad] 


Final  products 


Consumar  goods 


hrtar- 
madiata 
Da-  prod- 

fensa  ucts 

and 
spscc 


Dura-  Non- 
Ma  duraMa 
goods  goods 


‘  Indudas  clothing  and  consumar  staplas,  not  shoam  saparataly. 
*  Two  components— oil  and  gas  well  drilling  and  manufactured 


*  Two  components— oil  and  gas  well  drilling  and  manufactured  homes— are  I 

*  Indudas  energy  materials,  not  shown  separately. 

Source:  Board  of  Goyemors  of  the  Federal  Reserve  System. 


in  total  equipment,  but  not  in  detail 
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Table  B-V). — Industrial  production  indexes,  selected  manufactures,  1947-88 
[1977«100;  monthly  data  seasonally  adjusted] 


Table  B-51. — Capacity  utilization  rates,  1948-88 
[Percent;  monthly  data  seasonally  adjusted] 

Manufacturing  I 


Source;  Board  of  Gonemors  of  the  Federal  Besarve  System. 
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Table  B-)2. — N*u>  construction  activity,  1929-88 
[VakN  put  in  ptocn,  bMions  of  doNan:  monthly  data  at  aonaonilly  adjuatod  annual  ratoi] 


Table  B-)2. — Nnv  construction  acthity,  I929-S8 — Continued 
[VikN  put  in  plant  bNNom  of  doNars;  monthly  data  at  saasonaHy  adfustod  annual  ratos] 


*  Bofinnlni  1960,  farm  residantial  buikimgs  mdudod  in  residential  buildinis;  prior  to  1960,  mduded  in  nonrosMantial  budding! 
other  construction. 

*  Includes  residential  improvemants,  not  shown  separately.  Prior  to  1964,  also  includes  nonhousekeeping  units  (hotels,  motels, 

*  Offin  buildings,  warehouses,  stores,  restaurants,  garages,  etc.,  and,  banning  1964,  hotels  and  motels:  prior  to  1964  hotel! 
motels  are  included  in  total  residential. 

Religious,  educational,  hospital  and  institutional,  miscellaneous  nonresidantial,  farm  (see  also  footnote  1),  public  utilities,  and  all 
other  private. 

■  Includes  Federal  grantsHiiaid  for  State  and  local  projects.  _ 

Source:  Department  of  Commerce,  Bureau  of  the  Census. 
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it  a  I  leggsi 


Table  B-53. — New  housing  units  started  and  authorized,  1939-88 


*  Units  in  structures  built  by  private  developers  tor  sale  upon  completion  to  local  public  housing  authorities  under  the  Department  of 
Housing  and  Urban  Development  “Turnkey"  program  are  classified  as  iKhrate  housing.  Military  housing  starts,  including  those  financed 
with  mortgages  insured  by  FNA  under  Section  W)3  of  the  National  Housing  Act,  are  included  in  publicly  owned  starts  and  excluded  from 
total  privne  starts. 

*  Authorized  by  issuance  of  local  building  permit:  in  17,000  permit-issuing  places  beginning  1984;  in  16,000  places  lor  1978-83;  in 
14,000  plM^  for  1972-77;  in  13,000  piar^  for  1967-71;  in  12,000  puces  for  1963-66;  and  in  10,000  places  prior  to  1963. 

>  Not  available  separately  beginning  January  1970. 

Source:  Department  of  Conunerce,  Bureau  of  the  Census. 
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Table  B-54. — Businas  exptnditura  far  new  plant  and  equipment,  1947-99 
[BiHions  of  doHars;  quarterly  data  at  seasonally  adiustad  annual  rates] 


>  Excludes  forestry,  fisheries,  and  aericultural  services;  professional  services;  social  services  and  membership  orfanizations;  and  real 
estate,  vdiich,  effective  with  the  ApriMlay  1984  survey,  are  no  longer  surveyed  quarterly.  See  last  column  ("nonmanufacturing  surveyed 
annually”)  for  data  for  these  industries. 

*  "Ml  industries"  phis  the  part  of  nonmanufacturing  that  is  surveyed  annuelly. 

'  Consists  of  forestry,  fsharies,  and  agricultural  services-,  professional  services;  social  services  and  membership  organizations;  and 
roil  esWt. 

*  Planned  capital  espenditiires  as  reported  by  business  in  October  and  November  1988,  coaected  for  biases. 


Source;  Department  of  Commerce,  Bureau  of  the  Census. 


Table  B-55. — Manufacturing  and  trade,  sales  and  inventories,  1948-88 
[Amounts  in  millions  of  dollars^  monttily  data  seasonally  adjusted] 


Year  or  month 

Total  manufacturing  and 
trade 

Merchant  wholesalers 

Retail  trade 

Sales' 

Inven¬ 

tories* 

Ratio* 

a 

Inven¬ 

tories* 

a 

Inven¬ 

tories* 

HH^^H 

Inven¬ 

tories* 

1948 . 

35,260 

52,507 

1.42 

17,316 

28,543 

1.57 

6,808 

7,957 

1.13 

11,135 

16,007 

1.39 

1949 . 

33,788 

49,497 

1.53 

16,126 

26,321 

1.75 

6,514 

7,706 

1.19 

11,149 

15,470 

1.41 

1950 

38,596 

59,822 

1.36 

18,634 

31,078 

1.48 

7,695 

9,284 

1.07 

12,268 

19,460 

l.% 

1951 

43,356 

1.55 

21,714 

39,306 

1.66 

8,597 

9,886 

1.16 

13,046 

21,050 

1.64 

1952 

44,840 

1.58 

22,529 

41,136 

1./8 

8,782 

10,210 

1.12 

13,529 

21,031 

1.52 

1953 

47,987 

I.IS 

24,843 

43,948 

1.76 

9,052 

10,686 

1.17 

14,091 

21,488 

1.53 

1954 

46,443 

1.60 

23,355 

41,612 

1.81 

8,993 

10,637 

1.18 

14,095 

20,926 

1.51 

1955 

51,694 

uiT: 

1.47 

26,480 

45,069 

1.6? 

9,893 

11,678 

1.13 

15,321 

22,769 

1.43 

1956 

54,063 

1.55 

27,740 

50,642 

1.73 

10,513 

13,260 

1.19 

15,811 

23,402 

1.47 

1957 

55,879 

1.59 

28,736 

51,871 

180 

10,475 

12,730 

1.23 

16,667 

24,451 

1.44 

1958 . 

54,201 

1.60 

27,247 

50,241 

1  84 

10,257 

12,739 

1.24 

16,6% 

24,113 

1.43 

1959 . 

59,729 

1.50 

30,286 

52,945 

1.70 

11,491 

13,879 

1.15 

17,951 

25,305 

1.40 

1960 . 

60,827 

1.56 

30,879 

53,780 

1.75 

11,656 

14,120 

1.22 

18,294 

26,813 

1.45 

1961 

61,159 

1.54 

30,923 

54,885 

1.74 

11,988 

14,488 

1.20 

18,249 

26,221 

1.43 

1962 

65,662 

Bltll  Itirt 

1.50 

58,186 

1.70 

12,674 

14,936 

1.16 

19,630 

27,941 

1.38 

1963 . 

68,995 

105,480 

1.49 

60,046 

1.69 

13,382 

16,048 

1.15 

20,556 

29,386 

1.39 

1964 

73,682 

111,503 

1.47 

63,409 

1.64 

14,529 

17,000 

1.14 

21,823 

31,094 

1.40 

1965 

80,283 

1.45 

40,995 

68,185 

160 

15,611 

18,317 

1.15 

23,677 

34,405 

1.39 

1966 

87,187 

1.47 

44,870 

77,952 

1.6? 

16,987 

20,765 

1.15 

25,330 

38,073 

1.44 

1967 

90,765 

He  ^  I:  fill 

1.60 

46,487 

84,666 

1.8? 

19,520 

24,955 

1.28 

24,758 

35,249 

1.42 

1968 . 

98,607 

Hkvwfil 

1.58 

50,228 

90,618 

1.80 

20,926 

26,268 

1.26 

27,453 

38,885 

1.42 

1969 . 

105,585 

169,420 

1.60 

53,501 

98,203 

1.84 

22,694 

28,762 

1.27 

29,390 

42,455 

1.44 

1970 

108,100 

177,493 

1.64 

52,805 

101,653 

1.93 

24,031 

32,199 

1.34 

31,264 

43,641 

1.40 

1971 

116,769 

■liAM 

1.61 

55,906 

102,656 

1.84 

26,350 

35,210 

1.34 

34,513 

49,856 

1.44 

1972 

130,931 

201,862 

1.54 

63,027 

108,237 

1.72 

29,695 

38,816 

1.31 

38,209 

54,809 

1.43 

1973 

153,762 

233,171 

1.52 

72,931 

124,626 

1.71 

38,173 

45,556 

1.19 

42,658 

62,989 

1.48 

1974 

177,946 

285,883 

1.61 

84,790 

157,792 

1.86 

47,989 

57,239 

1.19 

45,167 

70,852 

1.57 

1975 

182,402 

288,417 

1.58 

86,589 

159,935 

185 

46,803 

56,972 

1.22 

49,010 

71,510 

1.46 

1976 

204,381 

318,647 

1.56 

98,797 

175,195 

1.77 

50,885 

64,365 

1.26 

54,699 

79,087 

1.45 

1977 

229,773 

351,164 

1.53 

113,202 

189,214 

167 

56,364 

72,801 

1.29 

60,207 

89,149 

1.48 

1978 

260,592 

399,220 

1.53 

126,905 

1.66 

66,669 

86,405 

1.30 

67,018 

102,306 

1.53 

1979 

298,144 

451,166 

1.51 

143,936 

1.68 

79,472 

99,262 

1.25 

74,737 

110,804 

1.48 

1980 . 

327,874 

508,327 

1,55 

154,391 

264,281 

1.71 

93,704 

122,979 

1.31 

79,779 

121,067 

1.52 

1981 

356,700 

545,613 

1.53 

168,129 

282,645 

1.68 

102,013 

130,275 

1.28 

86,558 

132,693 

1.53 

1982 

348,747 

574,491 

1,65 

163,350 

311,827 

191 

96,290 

128,196 

1.33 

89,107 

134,468 

1.51 

1983 

368,930 

590,673 

1.60 

171,242 

312,647 

1.83 

100,324 

130,445 

1.30 

97,364 

147,581 

1.52 

1984  .. 

408,142 

644,906 

1.58 

187,869 

334,767 

1.78 

113,390 

142,622 

126 

106,882 

167,517 

1.57 

1985 

418,605 

656,165 

1.57 

190,016 

327,496 

1.7? 

114,645 

147,145 

1.28 

113,944 

181,524 

1.59 

1986 

424,177 

655,065 

1.54 

188,360 

316,182 

168 

116,026 

152,887 

1.32 

119,791 

185,9% 

1.55 

1987 

451,788 

707,329 

1.57 

199,170 

331,132 

1.66 

126,736 

165,097 

1.30 

125,882 

21V;100 

1.68 

1987: Jan . 

425,169 

661,246 

1.56 

189,809 

317,449 

167 

118,114 

154,863 

1.31 

117,246 

188,934 

1.61 

Feb . 

442,039 

662,850 

194,981 

317,302 

163 

123,766 

154,821 

1.25 

123,292 

190,727 

1.55 

Mar . 

442,633 

665,994 

1.50 

195,251 

317,374 

1.63 

123,702 

155,164 

1.25 

123,680 

193,456 

1.56 

/to . 

444,300 

668,203 

195,084 

163 

124,607 

155,756 

1.25 

124,609 

194,4% 

1.56 

litf . 

446,897 

674,539 

■mI 

195,779 

163 

126,321 

158,540 

1.26 

124,797 

197,114 

1.58 

June . 

451,532 

677,777 

1.50 

198,602 

mM 

1.61 

126,469 

158,686 

1.25 

126,461 

200,015 

1.58 

July . 

453,508 

681,122 

1.50 

198,964 

320,512 

1.61 

127,422 

158,351 

1.24 

127,122 

202,259 

1.59 

Aug . 

458,052 

682,212 

■E£] 

199,288 

1.6? 

129,316 

157,198 

1.22 

129,448 

202,401 

1.56 

S^ . 

462,889 

686,700 

1.48 

203,806 

1.59 

130,872 

159,621 

1.22 

203,202 

1.58 

Oct . 

462,938 

694,776 

204,706 

KMi.  J 

1.59 

131,196 

163,067 

1.24 

1  '-'mtIi 

205,993 

1.62 

Nov . 

461,320 

700,688 

205,495 

329,075 

1.60 

128,501 

163,353 

1.27 

208,260 

1.64 

Dec . 

464,394 

707,329 

1.52 

207,447 

331,132 

1.60 

128,332 

165,097 

1.29 

128,615 

211,100 

1.64 

1988:  Jan . 

711,586 

1.53 

206,283 

333,374 

1.62 

129,720 

168,388 

1.30 

128,769 

209,824 

1.63 

Feb . 

714,746 

206,932 

335,416 

1.62 

131,622 

170,632 

1.30 

130,121 

208,6% 

1.60 

Mar . 

717,249 

Bj^j 

211,778 

336,695 

1.59 

132,885 

171,732 

1.29 

132,259 

208,822 

1.58 

/to . 

477,768 

721,016 

m- 

337,936 

159 

133,015 

1 

1.30 

131,717 

209,550 

1.59 

liay . 

481,874 

725,381 

Bjgj 

340,074 

1  58 

133,264 

1.30 

132,833 

211,889 

1.60 

June . 

488,787 

730,916 

B|Q 

341,963 

1.56 

136,289 

1.28 

133,617 

213,952 

1.60 

July . 

489,235 

735,890 

1.50 

216,698 

343,788 

1.59 

138,195 

177,307 

1.28 

134,342 

214,795 

1.60 

Aug . 

495,482 

743,851 

■  yjl 

221,715 

345,798 

1.56 

139,008 

179,165 

129 

134,759 

218,888 

1.62 

Sept . 

495,418 

750,261 

■mi 

221,395 

347,785 

1.57 

139,682 

180,278 

1.29 

134,341 

222,1% 

1.65 

Oct . 

501,450 

751,437 

1.50 

222,540 

349,908 

1.57 

142,378 

180,/8S 

1.27 

136,532 

220,744 

1.62 

'  Monthly  trmtft  for  year  and  total  lor  month. 

•  Seasonally  adjusted,  end  of  period,  hwantories  beginnini  January  1982  for  manufacturing  and  December  1980  lor  wholesale  and 
retail  trade  are  not  con^aMe  with  earlier  periods. 

*  hwentory/sales  ratio.  Beginnini  1967  annual  data  are  based  on  December  inventories  and  monthly  average  sales  for  the  year.  For 
earkar  periods,  data  are  woightsd  averages.  For  monthly  data,  ratio  of  inventories  at  end  of  month  to  sales  for  month. 

Note.— Earlior  data  arc  not  stiictly  comparable  with  data  beginning  1958  for  manufacturing  and  beginning  1967  for  wholesale  and 
retail  trade. 

Source:  Department  of  Commerce,  Bureau  of  the  Census. 
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Table  B-56. — Manufacturers’  shipments  arui  inventories,  1947-88 


[Millions  of  dollars;  monthly  data  seasonally  adjusted] 


Year  or 
month 

Shipments' 

Inventories* 

Total 

Dura¬ 

ble 

goods 

indus¬ 

tries 

Non¬ 

durable 

goods 

indus¬ 

tries 

Total 

Durable  goods  industries 

Nondurable  goods  industries 

Total 

Mate¬ 

rials 

and 

supplies 

Work 

in 

proc¬ 

ess 

Finished 

goods 

Total 

Mate¬ 

rials 

and 

supplies 

Work 

in 

proc¬ 

ess 

Finished 

goods 

1947 

15,513 

6.694 

8.819 

25.897 

13.061 

12.836 

1948 

17316 

7,579 

9.738 

28,543 

14.662 

13.881 

1949 

16,126 

7;i9i 

81935 

26;321 

13,060 

13;261 

1950 

18,634 

8,845 

9,789 

31,078 

15,539 

15,539 

1951 

21,714 

10,493 

11^21 

39.306 

20,991 

18,315 

1952 

221529 

n;3i3 

111216 

41.136 

23731 

17,405 

19S.1 

24,843 

13,349 

11,494 

43,948 

25,878 

8,’^ 

10,720 

6,206 

18,070 

8,317 

2,472 

7,409 

1954 

23,355 

11,828 

11,527 

41,612 

23,710 

7,894 

9,721 

6,040 

17,902 

8,167 

2,440 

7,415 

195.5 

26,480 

14,071 

12,409 

45,069 

26,405 

9,194 

10,756 

6,348 

18,664 

8,556 

2,571 

7,666 

1955 

27,740 

14,715 

13,025 

50,642 

30,447 

10,417 

12,317 

7,565 

20,195 

8,971 

2,721 

8,622 

1957 

28,736 

15,237 

13,499 

51,871 

31,728 

10,608 

12,837 

8,125 

20,143 

8,775 

2,864 

8,624 

195fl 

27,247 

13,563 

13,684 

50,241 

30,258 

10,032 

12,387 

7,839 

19,983 

8,662 

2,828 

8,491 

1959 

30,286 

15,609 

14,677 

52,945 

32,077 

10,776 

13,063 

8,239 

20,868 

9,080 

2,944 

8,845 

1960 

30,879 

15,883 

14,996 

53,780 

32,371 

10,353 

12,772 

9,245 

21,409 

9,082 

2,946 

9,380 

1961 

30,923 

15,616 

15,307 

54,885 

32,544 

10,279 

13,203 

9,063 

22,341 

9,493 

3,110 

9,738 

196? 

33,357 

17,262 

16,095 

58,186 

34,632 

10,810 

14,159 

9,662 

23,554 

9,813 

3396 

10,444 

196.1 

35,058 

18,280 

16,778 

60,046 

35,866 

11,068 

14,871 

9,925 

24,180 

9,978 

3,406 

10,796 

1964 

37,331 

19,637 

17,694 

63,409 

38,506 

11,970 

16,191 

10,344 

24,903 

10,131 

3,511 

11361 

1965 

40,995 

22,221 

18,774 

68,185 

42,257 

13,325 

18,075 

10,854 

25,928 

10,448 

3,806 

11,674 

1966 

44,870 

24,649 

20,220 

77,952 

49,920 

15,489 

21,939 

12,491 

28,032 

11,155 

4304 

12,673 

1%7 

46,487 

25,267 

21,220 

84,666 

55,005 

16,455 

25,005 

13,547 

29,659 

11,715 

4,421 

13,523 

1966 

50,228 

27,659 

22,570 

90,618 

58,875 

17,376 

27,336 

14,163 

31,743 

12,289 

4,848 

14,606 

1969 

53,501 

29,437 

24,064 

98,203 

64,739 

18,693 

30,408 

15,639 

33,463 

12,724 

5,122 

15,617 

1970 

52,805 

28,188 

24,617 

101,653 

66,780 

19,182 

29,848 

17,751 

34,871 

13,150 

5374 

16,448 

1971 

55,906 

29,954 

25,952 

102,656 

66,289 

19,759 

28,650 

17,880 

36,368 

13,683 

5,6^ 

17,019 

1977 

63,027 

34,027 

29,000 

108,237 

70,250 

20,860 

30,788 

18,601 

37,988 

14,676 

5,9m 

17,330 

1971 

72,931 

39,681 

33,250 

124,626 

81,398 

26,028 

35,545 

19,823 

43,230 

18,132 

6,707 

18,391 

1974 

84,790 

44,230 

40,560 

157,792 

101,739 

35,151 

42,603 

23,985 

56,053 

23,699 

8,175 

24,179 

1975 

86,589 

43,659 

42,931 

159,935 

102,874 

33,920 

43,369 

25,586 

57,060 

23,542 

8,837 

24,681 

1976 

98,797 

50,700 

48,097 

175,195 

112,581 

37,548 

46,345 

28,690 

62,612 

25,833 

9,933 

26,846 

1977 

113,202 

59,267 

53,935 

189,214 

121,601 

40,251 

50,620 

30,730 

67,613 

27,398 

11,003 

29312 

1976 

126,905 

67,848 

59,057 

210,509 

137,891 

45,252 

58,634 

34,005 

72,618 

29,317 

11,907 

31,394 

1979 

143,936 

76,060 

67,876 

241,100 

160,533 

52,687 

69,254 

38,592 

80,567 

32,451 

13,741 

34,375 

1980 

154,391 

77,550 

76,841 

264,281 

174,620 

55,121 

76,997 

42,502 

89,661 

36,206 

15,732 

37,723 

1981 

168,129 

83,872 

84,257 

282,645 

186,347 

57,927 

81,105 

47,315 

96,298 

37,758 

16,074 

42,466 

1987 

163,350 

79,352 

83,998 

311,827 

200,825 

58,960 

87,223 

54,642 

111,002 

43,915 

18,585 

48,502 

1981 

171,242 

84,956 

86,288 

312,647 

200,406 

60,203 

87,643 

52,560 

112,241 

44,643 

18,842 

48,756 

1984 

187,869 

96,623 

91,246 

334,767 

218,771 

64,881 

97,750 

56,140 

115,996 

44,917 

18,978 

52,101 

1985 

190,016 

99,019 

90,996 

327,496 

214,066 

62,229 

97,253 

54,584 

113,439 

42,964 

18,926 

51,540 

1986 

188,360 

99,989 

88,371 

316,182 

208,313 

60,218 

94,466 

53,629 

107,869 

41,540 

17,360 

48,969 

1987 

199,170 

105,291 

93,879 

331,132 

216,598 

61,255 

99,952 

55,391 

114,534 

44,354 

18,752 

51,428 

1987: Jan . 

189,809 

100,613 

89,196 

317,449 

208,899 

60,539 

94,540 

53,820 

108,550 

41,519 

17,441 

49,590 

Feb . 

194,981 

103,662 

9U19 

317,302 

208,367 

60,207 

94,665 

53,495 

108,935 

41,510 

17,904 

49,521 

Mar . 

195,251 

103,596 

91,655 

317,374 

208,127 

60,086 

94,345 

53,696 

109,247 

41,713 

18,002 

49,532 

Ito . 

195,084 

103,081 

92,003 

317,949 

208,587 

60,369 

94,568 

53,650 

109,362 

42,154 

17,920 

49388 

lUy . 

195,779 

102,661 

93,118 

318,885 

208,910 

60,420 

94,767 

53,723 

109,975 

42,449 

18,017 

49,509 

June.... 

198,602 

104,531 

94,071 

319,076 

208,686 

60,468 

95,126 

53,092 

110,390 

42,702 

18311 

49,477 

July . 

198,964 

103,893 

95,071 

320,512 

209,674 

60,108 

95,493 

54,073 

110,838 

42,943 

18,127 

49,768 

Aug 

199,288 

104,407 

94,881 

322,613 

210,717 

59,954 

96,445 

54,318 

111,896 

43,155 

18,403 

50338 

^... 

203,806 

108,377 

95,429 

323,877 

211,334 

60,198 

97,268 

53,868 

112,543 

43,944 

18,423 

50,176 

Oct . 

204,706 

108,303 

96,403 

325,716 

212,863 

60,329 

97,991 

54,543 

112,853 

43,901 

18,460 

50,492 

Nov . 

205,495 

108,287 

97,208 

329,075 

215,557 

60,851 

99,614 

55,092 

113,518 

44,123 

18,622 

50,773 

Doc . 

207,447 

111,183 

96,264 

331,132 

216,598 

61,255 

99,952 

55,391 

114,534 

44354 

18,752 

51,428 

1988:  Jan . 

206,283 

109,125 

97,158 

333,374 

218,507 

61,753 

100,751 

56,003 

114,867 

44,694 

18,759 

51,414 

Feb . 

206,932 

109,829 

97,103 

335,416 

219,913 

61,830 

101,955 

56,128 

115,503 

44,858 

18,610 

52,035 

Mar . 

211,778 

112,744 

99,034 

336,695 

220,523 

62,552 

101,709 

56,262 

116,172 

45,458 

18391 

51,823 

Apr . 

213,036 

112,521 

100,515 

337,936 

221,405 

62,541 

102,665 

56,199 

116,531 

45,578 

19,061 

51,892 

Kby . 

215,777 

114,751 

101,026 

340,074 

222,948 

63,105 

103,678 

56,165 

117,126 

45,790 

19,075 

52361 

June.... 

218J81 

116,522 

102,359 

341,963 

224,000 

63,522 

104,112 

56,366 

117,963 

46355 

19,050 

52,658 

July . 

216,698 

113,122 

103,576 

343,788 

225,467 

64,138 

104,257 

57,072 

118,321 

46350 

19318 

52,753 

Auf . 

221,715 

117,866 

103,849 

345,798 

226,600 

64,998 

103,927 

57,675 

119,198 

46,931 

19,163 

53,104 

M... 

221,395 

118,030 

103,365 

347,785 

228,214 

65,253 

104,440 

58,521 

119,571 

47364 

19,110 

53,097 

OdL... 

222,540 

118,278 

104,262 

349,908 

230,012 

65,437 

105,326 

59,249 

119,896 

47,715 

19,023 

53,158 

■  Monthly  auerage  for  year  and  total  for  month. 

'  Season^  adjusted,  end  of  period.  Data  beginninf  19(2  are  not  comparable  with  data  for  prior  periodt. 
Note.— Data  beginning  19St  are  not  strictly  comparable  with  earlier  data. 

Source;  Department  of  Commerce,  Bureau  el  the  Census. 
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Table  B-57. — Manufacturers’  new  and  unfilled  orders,  1947-88 
[Amounts  in  millions  of  dollars;  monthly  data  seasonaHy  adjusted) 


Year  or  month 

New  orders* 

Unfilled  orders  * 

Unfilled  orders— shipments 
ratio* 

Durable  goods 
industries 

Non¬ 

durable 

goods 

industries 

Total 

jHlj 

Non¬ 

durable 

goods 

industries 

Non¬ 

durable 

goods 

indus¬ 

tries 

Total 

Capital 

goods 

indus¬ 

tries, 

non¬ 

defense 

Total 

Durable 

goods 

in^tries 

1M7 . 

15,256 

6,388 

8.868 

34,473 

28,579 

5,894 

1948 

17,693 

8,126 

30,736 

26,619 

4,117 

1949 . 

15,614 

6,633 

24,045 

19,622 

4,423 

1950 . 

20.110 

10,165 

9,945 

41,456 

35,435 

6,021 

1951 

12,841 

11,066 

67,266 

63,394 

3,872 

1952 

12,061 

11,143 

75,857 

72,680 

3,177 

1953 

12,147 

11,439 

61,178 

58,637 

2,541 

1954 

10,768 

11,566 

48,266 

45,250 

3,016 

3.42 

4.12 

0.96 

1955 

14,996 

12,469 

60,004 

56,241 

3,763 

3.63 

4.27 

1.12 

1956 

15,365 

67,375 

63,880 

3,495 

3.87 

4.55 

1.04 

1957 

27,559 

14,111 

13,448 

53,183 

50,352 

2,831 

3.35 

4.00 

.85 

1958 

27,002 

13,290 

13,712 

47,370 

44,559 

2,811 

3.09 

3.69 

.86 

1959 

30,724 

16,003 

14,720 

52,732 

49,373 

3,359 

3.01 

3.54 

.94 

1960 

30,235 

15,303 

14,932 

45,080 

42,514 

2,566 

2.78 

3.37 

.72 

1961 

31,104 

15,759 

15,345 

47,407 

44,375 

3,032 

2.63 

3.13 

.79 

1962 

33,436 

17,374 

16,061 

48,577 

45,965 

2,612 

2.69 

3.24 

.68 

1963 . 

35,524 

18,709 

16,815 

54,327 

51,270 

3,057 

2.80 

3.37 

.73 

1964 . 

38,357 

20,652 

17,705 

66,882 

63,691 

3,191 

3.10 

3.72 

.72 

1965 . 

42,100 

23,278 

18,823 

80,071 

76,298 

3,773 

3.33 

3.95 

.80 

1966 . 

46,402 

26,177 

20,225 

98,401 

94,575 

3,826 

3.8i 

4.55 

.76 

1967 . 

47,056 

25,825 

21,231 

104,547 

100,576 

3,971 

3.70 

4.40 

.73 

1968 

50,687 

28,116 

6,903 

22,571 

109,926 

105,950 

3,976 

3.85 

4.65 

.69 

1969 

53,950 

29,871 

7,660 

24,079 

115,422 

111,250 

4,172 

3.75 

4.50 

.69 

1970 

52,038 

27,388 

6,738 

24,650 

106,158 

101,566 

4,592 

3.65 

4.33 

.77 

1971 

55,983 

29,998 

7,444 

25,986 

107,147 

102,119 

5,027 

3.38 

4.06 

.77 

1972 

64,167 

35,064 

8,622 

29,104 

121,061 

114,725 

6,336 

3.31 

3.90 

.88 

1973 

76,056 

42,726 

10,971 

33,330 

158,884 

151,504 

7,380 

3.86 

4.56 

.93 

1974 

87744 

46,835 

12,673 

40,409 

188,467 

182,925 

5,542 

4.13 

4.96 

.64 

1975 

85,220 

42,099 

11,011 

43,122 

172,037 

164,139 

7,898 

3.76 

4.52 

.84 

1976 

99,532 

51,403 

12,791 

48,129 

180,562 

172,273 

8,288 

3.30 

3.94 

.76 

1977 

115,103 

61,128 

15,242 

53,975 

204,946 

196,244 

8,702 

3.29 

3.90 

.72 

1978 

131,650 

72,416 

19,420 

59,234 

262,415 

251,525 

10,890 

3.62 

4.25 

.83 

1979 

147,574 

79,586 

23,221 

67,987 

306,540 

294,272 

12,268 

3.93 

4.66 

.83 

1980 

156,318 

79,482 

23,242 

76,836 

329,884 

317,677 

12,207 

3.88 

-4.62 

.76 

1981 

167,883 

83,657 

24,012 

84,226 

327,356 

315,529 

11,827 

3.87 

4.67 

.69 

1982 

162,273 

78,338 

21,661 

83,935 

314,270 

303,187 

11,083 

3.88 

4.78 

.63 

1983 

174,122 

87,600 

22,098 

86,522 

349,419 

335,367 

14,052 

3.59 

4.34 

1984 . 

189,791 

98,581 

26,243 

91,209 

372,586 

358,899 

13,687 

3.64 

4.41 

.65 

1985 . 

190,918 

99,843 

27,067 

91,075 

383,181 

388,427 

14,754 

3.72 

4.51 

.69 

1986 . 

188,663 

100,166 

26,551 

88,497 

387,065 

370,700 

16,365 

3.63 

4.43 

.71 

1987 

201,966 

107,770 

29,707 

94,197 

421,243 

400,720 

20,523 

3.65 

4.41 

.83 

1987:  Jan . 

186,765 

97,336 

27,205 

89,429 

384,021 

367,423 

16,598 

3.70 

4.53 

.73 

Feb . 

194,562 

102,398 

27,284 

92,164 

383,602 

366,159 

17,443 

3.60 

4.40 

.75 

Mar 

196,911 

104,785 

26,877 

385,262 

367,348 

17,914 

3.59 

4.38 

.77 

200,142 

107,635 

28,726 

390,320 

371,902 

18,418 

3.65 

4.45 

.79 

May 

200,969 

107,920 

30,631 

KiMIj 

395,510 

377,161 

18,349 

3.69 

4.51 

.78 

June 

203,429 

108,771 

29,753 

94,658 

400,337 

381,401 

18,936 

3.67 

4.48 

.79 

July 

205,490 

109,935 

32,280 

95,555 

406,863 

387,443 

19,420 

3.71 

4.54 

.80 

Aug 

202,358 

106,988 

95,370 

409,933 

390,024 

19,909 

3.74 

4.57 

.82 

Sept 

205,340 

109,677 

95,663 

411,467 

391,324 

20,143 

3.64 

4.40 

.83 

OcU 

208,602 

112,016 

96,586 

415,363 

395,037 

20,326 

3.68 

4.48 

.82 

Nov 

209,258 

111,961 

97,297 

419,126 

398,711 

20,415 

4.51 

.82 

Dec 

209,564 

113,192 

mm 

96,372 

421,243 

400,720 

20,523 

3.65 

4.41 

.83 

1988:  Jan 

210702 

113,069 

33,867 

97,133 

425.162 

404,664 

20,498 

3.71 

4.52 

.82 

Feb 

211,283 

114,155 

33,819 

97,128 

429,513 

408,990 

20,523 

3.74 

4.55 

.82 

Mar 

211,799 

113,063 

31,924 

98,736 

429,534 

409,309 

20,225 

3.66 

4.44 

217,029 

116,836 

33,746 

100,193 

433,527 

413,624 

19,903 

3.68 

4.50 

.77 

May 

216,398 

115,369 

31,522 

101,029 

434,148 

414,242 

19,906 

3.64 

4.42 

.77 

June . 

228,090 

125,442 

35,458 

102,648 

443,357 

423,162 

20,195 

3.67 

4.44 

.79 

July 

219,877 

116,112 

36,213 

103,765 

446,536 

426,152 

3.73 

4.55 

.79 

Aug 

122,806 

Wi'li-i'il 

451,830 

431,092 

3.68 

4.46 

.79 

Sept 

222,669 

119,321 

453,103 

432,382 

3.66 

4.43 

.79 

Oct 

226,208 

122,058 

33,811 

456,771 

436,162 

3.70 

4.49 

.79 

■  Monthly  avera^  for  year  and  total  for  month. 

*  Seasonally  adjusted,  end  of  period. 

*  Ratio  of  unfilled  orders  at  end  of  period  to  shipments  for  period;  excludes  industries  with  no  unfilled  orders.  Annual  figures  relate 
to  seasonally  adjusted  data  for  December. 

Note.— Data  beginning  19S8  are  not  strictly  comparable  with  earlier  data. 

Source;  Department  of  Commerce,  Bureau  of  the  Census. 
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Table  B-J9. — Consumtr  price  indexes,  selected  expenditure  classes,  1946-88 
[19>2-t4-100,  eieapt  as  notsd] 


Table  B-S9. — Consumer  price  indexes,  selected  expenditure  classes,  1946-88 — Continued 


[19t2-t4-100,  emiM  m  notad] 


*  Includes  diract  pricing  of  new  tracks  and  motarqrdas  beginning  September  1982. 

*  Indudes  dkect  pricing  of  dtaal  fuel  and  gasobol  beginning  Sepienber  1961. 

'Not  available. 

Note.— Data  beginning  1978  are  for  alt  urban  consumers;  earlier  data  are  for  urban  wage  earners  and  darical  workers. 
See  also  Note,  mie  8-58. 

Source:  Department  of  Labor,  Bureau  of  labor  Statisties. 
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Table  B-tiO. — Consumer  price  indexes,  commodities,  services,  and  special  groups,  1946-88 
[19K-M-100] 


‘HouMlnM  fMb— fM  (pipiil).  •l•clrldt)l,  fual  oH,  tic.— Md  motor  futl.  Motor  oH,  cooM,  otc.  aln  includod  throufh  !3(2. 


Note.— Otto  bMlMiiM  197S  n  for  a«  urbM  comumon;  omiior  dote  m  for  urtMO  m|o  aamors  and  darical  wortiars. 
Saa  alM  Note,  Ima  (P5>. 


Soarca:  Dmartmant  of  labor,  Buraau  of  labor  StatMia. 
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Table  B-61. — Cbang/ts  in  sptcisl  consumtr  pria  indtxts,  1958-88 

[PircMit  Gftmfi] 


Ml  itMH  less  food, 
enero,  and  shaltar 


*  Oianges  Iram  December  to  December  are  based  on  unadjusted  Meaes. 

Note.— Data  bMkmini  1978  are  for  aN  urban  consumers;  aarliar  data  are  tar  urban  «m|e  earners  and  derical  •orkars. 
See  also  Note,  IWe  B-58. 

Source;  Dapartmant  of  Labor,  Bureau  of  Labor  Statistics. 


■  Changes  from  Dacamber  to  Decambar  ara  based  on  imadjustad  indeaes. 

‘Household  fuels— gas  (pipad)  electricity,  fuel  oh,  etc.— and  motor  fuel.  Motor  oil,  coolant,  ate.  also  included  through  1982. 


Note.— Data  baghmiim  1978  are  for  aM  urban  consumers;  earlier  data  are  for  urban  wage  earners  and  clerical  workers. 
See  also  Note,  mie  f-58. 


Source;  Department  of  Labor,  Buroau  of  Labor  Statistics. 
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Table  B-64. — Producer  price  indexes  by  stage  of  processing,  special  groups,  1974-88 
[1982.100] 


Finished  goods 

Intermediate  materials,  supplies,  | 

Crude  materials  for  further 

,  , 

, 

energy  | 

Year  or  month 

Total 

Foods 

Ener¬ 

gy 

Total 

Cap¬ 

ital 

equip¬ 

ment 

Con¬ 

sumer 

goods 

exclud¬ 

ing 

foim 

and 

energy 

Total 

Foods 

and 

feeds' 

Ener¬ 

gy 

Other 

Total 

Food¬ 

stuffs 

and 

feed- 

stuffs 

Ener¬ 

gy 

Other 

197- 

52.6 

64.4 

26.2 

53.6 

50.5 

55.5 

52.5 

83.6 

33.1 

54.0 

61.4 

E9 

ig 

1975 . 

■ff 

69.8 

30.7 

59.7 

58.2 

60.6 

58.0 

81.6 

38.7 

60.2 

61.6 

77.4 

33.3 

69.3 

1976 

69.6 

Kfl 

Ktn 

63.7 

60.9 

77.4 

41.5 

63.4 

76.8 

35.3 

80.2 

1977 

73.3 

MM 

■711 

67.3 

64.9 

79.6 

46.8 

BAlJ 

65.5 

77.5 

40.4 

79.8 

1978 

B.-yl: 

79.9 

Bii] 

72.2 

69.5 

84.8 

49.1 

73.4 

87.3 

45.2 

87.8 

1979 

■IL 

87.3 

57.1 

78.3 

77.5 

78.8 

78.4 

94.5 

61.1 

80.7 

85.9 

100.0 

54.9 

106.2 

92.4 

85.2 

87.1 

85.8 

87.8 

90.3 

105.5 

84.9 

90.3 

95.3 

104.6 

73.1 

113.1 

1981 

B*|.4 

97.8 

94.6 

KTTil 

94.6 

98.6 

100.5 

KNM 

103.0 

103.9 

97.7 

1117 

1982 

mi  III 

nm 

B^^Ill 

irm 

■  IMfil 

100.0 

100.0 

ItulJ 

100.0 

llul!] 

100.0 

100.0 

100.0 

100.0 

1583 

■Mi: 

ILUl!] 

illu 

Itm 

■mi 

100.6 

103.6 

95.3 

101.6 

101.3 

101.8 

98.7 

105.3 

19M . 

103.7 

105.4 

91.2 

105.5 

Ijjjjjj 

105.7 

103.1 

105.7 

95.5 

104.7 

103.5 

104.7 

98.0 

111.7 

1985 . 

104.7 

■  *  ^ 

87.6 

108.1 

107.5 

108.4 

102.7 

97.3 

92.6 

105.2 

95.8 

94.8 

93.3 

■CEI 

1986 . 

103.2 

■  ir  : 

VixTil 

110.6 

109.7 

lll.l 

99.1 

Km 

72.6 

104.9 

87.7 

93.2 

71.8 

103.1 

1987 

105.4 

1  ^  j 

113.3 

111.7 

114.2 

101.5 

99.2 

73.0 

107.8 

93.7 

96.2 

75.0 

115.7 

1987  Jan 

104.0 

1 1 ! 

58.0 

112.6 

111.4 

113.2 

98.9 

95.9 

68.6 

105.6 

89.0 

91.8 

72.1 

105.1 

Feb . 

104.1 

■  it  c 

112.4 

111.2 

113.0 

99.5 

70.5 

105.9 

89.9 

92.8 

72.9 

106.2 

Mar . 

■  iT  : 

■  it  i 

■IFil 

lll.l 

113.2 

70.1 

106.2 

90.3 

92.7 

73.6 

106.8 

t=. 

■  u 

112.9 

111.6 

113.7 

Bli  liJ 

71.0 

106.6 

92.4 

96.9 

74.1 

108.1 

■  it 

■  iti  r 

B!ti!1 

■UH 

111.6 

113.7 

Bii  liLI 

■  it  . 

72.2 

107.0 

94.8 

101.6 

74.5 

110.5 

June . 

1  Ifi  i 

110.6 

62.5 

112.9 

111.4 

113.7 

101.5 

■  u 

74.1 

107.5 

95.1 

99.7 

75.6 

113.5 

July . 

1 1  I 

110.9 

63.4 

113.3 

111.6 

114.2 

102.1 

1  n  ' 

75.7 

107.9 

96.0 

98.4 

77.8 

115.7 

Aug . 

■  * 

IrJ  : 

113.4 

111.7 

114.3 

102.5 

■ 

■lAl 

108.2 

96.5 

■Tfl 

78.9 

118.7 

Sept . 

■  it  r 

Ei 

■lIcBI 

111.2 

114.1 

■nvjgj 

B  II  1 

75.6 

108.7 

95.7 

96.6 

76.7 

122.9 

Oct . 

■  it  K 

BlLlfl 

112.5 

115.6 

BliVil 

B  T 

74.4 

109.6 

95.3 

96.1 

75.4 

126.4 

■  it  K 

V  ' 

■  iLid 

112.5 

115.6 

llIKil 

B  11  * 

74.1 

110.1 

94.7 

953 

74.7 

1271 

Dtc 

■  it  r 

it  : 

■  if  id 

112.4 

115.7 

■(licfd 

B  iv  1 

72.7 

■iTiin 

94.4 

95.9 

73.6 

127.3 

1988: Jan . 

106.3 

'V 

115.2 

112.9 

116.5 

104.2 

102.9 

70.5 

111.8 

93.7 

97.2 

708 

129.2 

Feb . 

106.1 

115.5 

113.2 

116.8 

104.3 

■IQ11 

70.0 

112.2 

94.7 

70.4 

131.6 

Mar . 

106.3 

il  . 

■IHbl 

113.2 

117.1 

104.7 

102.0 

69.3 

112.9 

94.1 

68.7 

133.4 

Apr . 

M^ . 

107.0 

i 

B!^ 

113.6 

117.3 

105.6 

70.2 

113.8 

95.6 

1  ■(1)111 

70.6 

133.1 

107.5 

.1  ■ 

llMi 

113.8 

117.6 

106.3 

BtSX] 

71.2 

114.4 

97.2 

104.7 

71.4 

131.3 

June . 

107.7 

,£i 

116.4 

113.9 

117.9 

107.4 

111.8 

73.5 

114.9 

97.9 

108.6 

70.0 

131.2 

July « . 

108.6 

113.6 

61.3 

117.1 

114.2 

118.8 

108.2 

116.6 

73.3 

115.7 

97.3 

110.1 

67.3 

IB  ‘ 

Aug . 

■Tim 

■  ^  J 

117.4 

114.5 

119.1 

108.4 

■UM 

730 

116.1 

97.3 

1101 

67  0 

HlcV  : 

Sept . 

108.6 

t  :  4 

117.2 

114.3 

118.9 

108.7 

115.7 

72.2 

116.7 

96.6 

111.5 

64.9 

■ft  [ 

■om 

1  3 

K  J 

118.7 

115.8 

120.3 

108.6 

114.7 

69.4 

117.4 

95.8 

111.4 

63.5 

■ft  ; 

Nov . 

109.7 

114.9 

59.8 

118.9 

116.0 

120.5 

109.0 

113.3 

69.2 

118.0 

94.0 

107.7 

62.6 

lIBi 

■  Intermediate  materials  for  food  manufacturing  and  feeds. 

>  Data  have  been  revised  through  July  1988  to  reflect  the  availability  of  late  reports  and  corrections  by  respondents.  AH  data  are 
subject  to  revision  4  months  after  original  publication. 

Source-.  Department  of  Labor,  Bureau  of  Labor  Statistics. 
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228-7950-1969-18^8 


Table  B-63. — Producer  price  indexes  for  major  commodity  groups,  1947-88 
[1982-100] 


‘Mew  lor  wiw  It— «  !■  tWi  groMptiy  on  jogid  Md  nhr  to  1  OMOtk  oorMr  than  tho  Mn  mootti;  tko  lot  for  rofinad  potrolouoi 
Bo^ao  ofOB  e/t^Uaegti  bOEfoofOE  too  nmo  19^^r  doto- 


too  oort  pogo  lor  GoothoMtioa  of  tMo. 
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Table  B-6J. — Producer  price  indexes  for  major  commodity  groups,  1947-88 — Continued 
[1982-100] 


•Data  haw  baan  ravtaad  throufh  July  1988  to  raflact  tha  awHabHity  of  Ma  raports  and  corracthma  by  raitModants.  M  data  ara 
sublaet  to  ravMan  4  months  aftar  original  publication. 

Sourca;  Oopartmont  of  Labor,  Buraau  of  Labor  Statistics. 
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Table  B-68. — Components  of  money  stock  measures  and  liquid  assets,  I9i9-88 
[Avtfiges  of  daily  figures;  billions  of  dollars,  seasonally  adjusted,  except  as  noted] 


Table  B-68. — Components  of  money  stock  measures  and  liquid  assets,  I9i9-88 — Continued 
[Averages  of  daily  figures;  billions  of  dollars,  seasonally  adjusted,  except  as  noted] 


July.. 

Aug... 

Sept.. 

Oct 

Nov 

Dec... 


859.1 

460.2 

865.9 

462.4 

872.1 

465.3 

883.3 

472.3 

901.7 

480.5 

913.1 

484.7 

1988:  Jan 

924.6 

482.6 

Feb . 

941.5 

488.6 

Mar„ . 

953.5 

490.3 

Apr . 

964.8 

492.1 

May . 

972.0 

495.4 

June 

974.9 

501.7 

July 
Aug 
^t.. 
Oct 
Nov  ' 


978.5 

509.1 

985.7 

515.0 

997.4 

523.7 

1,009.9 

530.4 

1,019.0 

531.6 

'Small  denomination  and  large  denomination  deposits  are  those  issued  in  amounts  of  less  than  $100,000  and  more  than  $100,000, 
respectively. 

Note.— NSA  indicates  data  are  not  seasonally  adjusted. 

See  also  Table  B-67. 

Source:  Board  of  Governors  of  the  Federal  Reserve  System. 
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Table  B-69. — Aggregate  reserves  of  depository  institutions  and  monetary  base,  I9i9-88 
[Averages  of  daily  figures;  millions  of  dollars;  seasonally  adjusted,  except  as  noted] 


Adjusted  for  changes  in  reserve  requirements  ■ 


Reserves  of  depository  institutions 


Nonbor- 

rowed 

plus  Required 
extended 
credit 


Borrowings  of  depository 
institutions  from  the  Federal 
Reserve,  NSA 


■  Aggregate  reserves  incorporate  adjustments  for  discontinuities  associated  with  the  implementation  of  the  Monetary  Control  Act  and 
other  regulatory  changes  to  reserve  requirements.  For  details  on  aggregate  reserves  series  see  Federal  Reserve  Bulletin. 

Note.— NSA  indicates  data  are  not  seasonally  adjusted. 

Source;  Board  of  Governors  of  the  Federal  Reserve  System. 
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Table  B-70. — Commercial  bank  loans  and  securities,  1972-88 
[Monthly  average,  billions  of  dollars,  seasonally  adjusted  ■] 


■  Data  are  prorated  averages  of  Wednesday  figures  for  domestically  chartered  banks  and  averages  of  weekly  data  for  foreign-related 
Institutions  thinning  July  1981.  Prior  to  July  1981,  data  for  foreign-related  institutions  are  averages  of  current  and  previous  month-end 
data.  Lease  financing  receivables  are  included  in  total  loans  and  investments  and  in  total  loans. 

*  Excludes  loans  to  commercial  banks  in  the  United  States. 


Note.— Data  are  not  strictly  comparable  because  of  breaks  in  the  series. 


Source:  Board  of  Governors  of  the  Federal  Reserve  System. 
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>  Rit«  on  now  issues  within  period;  banK-disceunt  basis. 

■Yields  on  the  mere  actively  traded  issues  adjusted  to  constant  maturities  Iw  the  Treasury  Department. 

■Series  excludes  public  utility  issues  for  January  17,  1984  through  October  11,  1984  due  to  iack  el  appropriate  issues. 
■Effective  rate  (in  the  primary  market)  on  conventional  mortgages,  reflecting  fees  and  charges  as  well  as  contract  rate  and 
assumint,  on  the  average,  repayment  at  end  of  10  years.  Rates  e^inning  January  1973  not  strictly  comparable  with  prior  rates. 

See  neat  page  for  continuation  of  table. 
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Table  B-71. — Bond  yields  and  interest  rates,  I929-S8 — GMidnued 


i 


Table  B-72. — Total  funds  raised  in  credit  markets  by  nonfinancial  sectors,  1979-88 
[Billions  of  dollars;  quarterly  data  at  seasonally  adjusted  annual  rates] 


Item 

1^ 

1987 

Net  credit  market  borrowing  by 

nonfinancial  sectors 

Total  net  borrowing  by  domestic  nonfinancial  sectors... 

383.5 

343.1 

546.8 

750.8 

846.3 

830.6 

680.6 

U.S.  Government . 

37.4 

79.2 

186.6 

198.8 

223.6 

215.0 

143.8 

Treasury  issues . 

38.8 

79.8 

RS 

186.7 

199.0 

223.7 

214.7 

142.3 

Agency  issues  and  mortgages . 

-1.4 

-.6 

-.5 

-.1 

-.2 

-.1 

.4 

1.5 

Private  domestic  nonfinancial  sectors . 

348.2 

263.9 

283.5 

227.4 

360.2 

552.0 

622.7 

615.6 

536.8 

Debt  capital  instruments . 

212.5 

190.8 

155.3 

151.1 

257.6 

319.3 

452.3 

446.1 

Tax-exempt  obligatmns . 

30.3 

^^9 

23.4 

44.2 

53.7 

50.4 

136.4 

34.5 

Corporate  bonds 

17.3 

27.7 

22.8 

18.7 

16.0 

46.1 

73.8 

121.3 

99.9 

Nonages .. 

164.9 

132.9 

mg 

88.2 

187.9 

222.8 

242.2 

311.6 

Home  mortgages . 

116.6 

95.3 

72.4 

53.4 

120.4 

136.7 

156.8 

210.9 

221.7 

Multi-family  residential . 

10.0 

7.6 

4.8 

5.4 

14.1 

25.2 

29.8 

33.5 

24.3 

Commercial . 

24.4 

19.2 

22.2 

25.2 

51.0 

62.2 

62.2 

73.6 

72.0 

Farm ... 

14.0 

10.7 

9.7 

4.1 

2.4 

-1.2 

-6.6 

-9.5 

-6.4 

Other  debt  instruments . 

133.7 

73.1 

128.1 

76.4 

102.6 

232.7 

170.3 

154.9 

90.7 

Consumer  credit . 

40.5 

2.6 

16.9 

16.4 

49.0 

81.6 

82.5 

54.4 

40.7 

Bank  loans  n  e  c 

48.5 

36.5 

48.1 

50.4 

23.2 

67.1 

38.6 

69.3 

Open-market  paper . 

9.0 

4.0 

14.7 

-6.1 

-.8 

21.7 

14.6 

-9.3 

Other . 

35.6 

30.0 

48.5 

15.8 

31.3 

62.2 

34.6 

By  borrowing  sector 

346.2 

263.9 

283.5 

227.4 

360.2 

552.0 

622.7 

615.6 

536.8 

State  and  local  governments . 

17.6 

17.2 

6.8 

21.5 

34.0 

27.4 

91.8 

44.3 

34.4 

Households . 

1715 

117.3 

113.9 

84.0 

186.1 

231.5 

283.6 

Eiiai 

261.5 

Nonfinancial  business 

157.0 

129.4 

162.8 

121.9 

140.1 

293.1 

247.3 

285.1 

240.8 

Farm . 

23.5 

15.8 

16.3 

6.7 

3.9 

-.4 

-14.5 

-16.3 

-11.2 

Nonfarm  noncorporate . 

65.6 

55.8 

44.4 

71.8 

81.9 

123.2 

129.3 

127.6 

115.8 

Corporate . 

68.0 

57.8 

102.1 

43.4 

54.4 

170.3 

132.4 

173.8 

136.3 

Foreign  net  borrowing  in  United  States 

15.0 

24.2 

23.5 

16.0 

17.3 

8.4 

1.2 

9.6 

4.3 

Bonds . 

3.7 

1.2 

5.5 

6.6 

n 

3.8 

3.0 

Bank  loans  n.e.c . 

3.1 

11.8 

3.0 

-5.5 

-6.6 

Open-ffMrtet  paper.... 

U.S.  Government  and  other  loans . 

1.7 

6.5 

2.4 

8.8 

3.9 

11.1 

1.9 

13.0 

6.2 

5.0 

■ 

Total  domestic  phis  foreign 

398.5 

367.2 

394.3 

4047 

IQ 

685.0 

Direct  and  indirect  supply  of  funds  to  credit  markets 


Total  funds  supplied  to  domestic  nonfinancial  sectors.. 

383.5 

343.1 

370.8 

388.7 

546.8 

750.8 

846.3 

680.6 

Private  domestic  nonfinancial  sectors . 

254.8 

233.2 

284.4 

303.3 

378.7 

494.6 

503.7 

371.8 

329.2 

147.4 

185.9 

223.1 

210.8 

227.8 

325.4 

220.9 

285.0 

162.4 

Checkable  deposits  and  currency . 

27.8 

17.4 

28.1 

28.3 

43.1 

36.6 

53.3 

107.7 

16.6 

74.8 

127.4 

84.2 

133.4 

WiMl 

235.0 

146.2 

109.2 

103.5 

33.6 

28.5 

102.2 

33.5 

-39.0 

49.0 

8.9 

41.5 

28.2 

Security  repurchase  agreements . 

6.7 

9.8 

10.2 

16.1 

13.5 

■rn 

14.6 

20.8 

16.9  1 

11 

2J 

17 

4 

3 1 

5 1 

2 1 

59 

28 

107.4 

47.3 

61.3 

92.5 

150.9 

169.2 

282.9 

86.7 

166.8 

16.0 

.2 

2.9 

8.6 

38.2 

66.7 

82.0 

110.7 

106.2 

26.4 

211 

22.6 

32.3 

14.6 

8.8 

19.7 

12.9 

43.7 

-10.4 

25.3 

255 

23.7 

23.7 

57.9 

62.3 

97.8 

625 

16  3 

39 

HnH 

83 

90 

165 

280 

187 

■  ■ 

U.S.  Government  cash  balances 

.4 

-2.6 

-1.1 

6.1 

-5.3 

4.0 

10.3 

1.7 

■  SI 

Private  insurance  and  pension  reserves . 

74.7 

86.1 

83.4 

114.7 

115.0 

124.0 

131.9 

144.3 

Other  sources . 

21.2 

22.3 

-9.0 

-35.0 

11.2 

45.0 

90.4 

183.5 

Kfl 

See  next  page  for  continuation  of  table. 
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Table  B-72. — Total  funds  raised  in  credit  markets  by  nonfinancial  sectors,  1979-88 — Continued 


[Billions  of  dollars;  quarterly  data  at  seasonally  adjusted  annual  rates] 


1987 

1988 

n 

■■ 

a 

a 

m 

III 

Net  credit  market  borrowing  by  nonfinancial  sectors 

Total  net  borrowing  by  domestic  nonfinancial  sectors . 

S52.0 

751.7 

652.1 

766.8 

731.8 

704.0 

760.4 

161.6 

145.2 

101.8 

166.7 

226.3 

87  6 

19SS 

Treasury  issues . 

157.7 

147.1 

102.7 

161.8 

226.8 

79.8 

174.6 

Agency  issues  and  mo'tn'*j» 

3.9 

-1.9 

-.9 

5.0 

-.5 

7.7 

20.9 

Private  domestic  nonfinancial  sectors . 

390.3 

606.4 

550.3 

600.1 

505.6 

616.5 

564.9 

Debt  capital  instruments . 

473.3 

466.7 

428.1 

416.1 

363.3 

4522 

457.1 

Tax-exempt  obligations 

3?7 

33.1 

32.7 

33.5 

24.8 

32.6 

44.4 

Corporate  bonds 

128.9 

88.5 

81.6 

101.3 

118.4 

90.8 

Mortgages . 

305.7 

345.1 

294.7 

301.1 

237.1 

301.2 

322.0 

Home  friort--i!»s 

224.2 

243.5 

212.1 

206.9 

177.9 

228.0 

210.1 

Multi-family  risidential . 

27.4 

30.9 

23.1 

15.9 

21.4 

14.0 

33.5 

Commercial 

66.5 

772 

64.1 

80.2 

43.2 

60.8 

m 

Farm . 

-12.4 

-6.6 

-4.7 

-1.9 

-5.4 

-1.6 

1 

Other  debt  instruments . 

-83.0 

139.7 

122.2 

184.0 

142.3 

164.2 

M  1 

Consumer  cfodit 

-.3 

52.4 

61.4 

49.4 

34.8 

59.5 

1 

Bank  loans  n.e.c 

-107.8 

36.6 

21.0 

85.3 

40.4 

74.2 

Open-market  paper 

-.5 

4.7 

1.0 

3.9 

-3.8 

4.0 

[■ 

Other . 

25.5 

46.1 

38.7 

45.5 

26.6 

50.7 

By  borrowing  sector: 

390.3 

606.4 

550.3 

600.1 

505.6 

616.5 

564.9 

State  and  local  gp-““-“ts . 

37.0 

31.4 

K1: 

34.6 

22.3 

31.1 

41.3 

nOuSaHMuS 

197.3 

302.7 

Pll'' 

264.9 

220.0 

288.0 

250.9 

P-"'  jiiCial  business . 

156.0 

272.4 

300.7 

263.3 

297.3 

272.7 

Farm . 

-23.5 

-12-7 

-9.4 

.8 

-12.5 

-3.6 

1.3 

Nonfarm  noncorpora'' . 

108.4 

125/ 

105.4 

123.8 

91.0 

87.1 

120.3 

Corporate. 

71.2 

1M.4 

138.3 

176.1 

184.9 

213.9 

151.1 

Foreign  net  borrowing  in  United  States 

-8.7 

-.1 

12.3 

13.9 

-1.0 

4.9 

9.7 

3.0 

4.1 

6.7 

21.6 

16.8 

2.9 

7.4 

-1.2 

-3.5 

-3.7 

-6.1 

.7 

3.5 

.3 

Open-market  paper . 

-4.2 

-6.4 

21.6 

-2.5 

1.5 

6.4 

10.7 

-6.4 

13.9 

-12.3 

.8 

-19.9 

4.9 

-8.8 

Total  domestic  plus  foreign .... 

543.3 

751.6 

664.3 

780.7 

730.9 

709.0 

770.1 

Dire 

direct  su 

pply  of  f( 

2 

kets 

Total  funds  supplied  to  domestic  nonfinancial  sectors . 

552.0 

751.7 

652.1 

766.8 

731.8 

704.0 

760.4 

Private  domestic  nonfinancial  sectors . 

44.3 

388.5 

349.1 

534.9 

275.8 

315.8 

472.9 

-46.6 

149.2 

229.3 

317.6 

282.7 

134.9 

256.7 

-89.3 

52.8 

51.8 

51.2 

12.5 

33.4 

16.9 

45.1 

74.1 

mm 

214.7 

207.1 

117.9 

194.1 

14.4 

2.4 

32.7 

63.3 

59.1 

-34.8 

13.0 

22.1 

24.3 

46.6 

-25.6 

17.3 

22.7 

-.4 

-38.9 

-4.4 

18.1 

13.9 

-13.3 

-4.3 

33.1 

90.9 

239.3 

119.8 

217.3 

-6.9 

180.9 

216.2 

80.0 

119.9 

118.7 

106.2 

92.8 

188.9 

19.0 

14.9 

35.1 

99.5 

25.2 

80.1 

106.6 

39.2 

65.1 

848 

19.1 

81.0 

172.9 

82.2 

58.2 

21.0 

m 

-5.8 

1.7 

-27.5 

-9.4 

-11.4 

EE!  ^ 

-36.1 

53.3 

-17.5 

-1.9 

Private  insurance  and  pension  reser-'^ 

ivr ' 

Bnl 

118.9 

247.6 

207.8 

173.7 

■tfir 

41.2 

89.9 

18.5 

108.0 

_ 

_ 

Source:  Board  of  Governors  of  ttie  Federal  Reserve  System. 
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Table  B-73. — Mortgage  debt  outstanding  by  type  of  property  and  of  financing  1939-88 
[BiHiom  of  doMan] 


Nonfarm  propertNS  by  ty|w  of  mortgage 


‘  kidudas  FHA  insurad  multifamily  prmwrties,  not  shonrn  separately. 

*  Derivad  figures.  Total  includes  multiTamily  and  commarciaf  properties,  not  shown  separately. 

Source:  Board  of  Governors  of  the  Federal  Reserve  System,  based  on  data  from  various  Government  and  private  organuations. 


S94 


Table  B-74. — Mortgage  debt  outstanding  by  holder,  1939-88 
[NMons  of  dollars] 


■  Includos  savints  banks  and  savings  and  loan  associations.  Beginning  1987,  data  raported  ty  Federal  Savings  and  Loan  Insurance 
Corporation-insured  institutions  include  loans  in  process. 

‘Includes  loans  held  by  nondeposit  trust  companies,  but  not  by  bank  trust  departnMnts. 

■Includes  Government  National  Mortgage  Association  (GNMA),  Federal  Hou^  Administration,  Veterans  Administration,  Farmers  Home 
Administration  (FmHA),  and  in  earlier  years  Reconstruction  Fmance  Corporation,  Homeoemers  Loan  Corporation,  Federal  Farm  Mortgage 
Corporation,  and  Public  Housing  Administration.  Also  includes  U.S.-sponsored  agencies  such  as  Federal  National  Mortgage  Association 
(FNMA),  Federal  Land  Banks.  Federal  Home  Loan  Mortugo  Corporation  (FHLMC),  and  mortgage  pass-through  securities  issued  or 
guaranteed  by  GNRU.  FHLMC,  FNMA  or  FmHA.  Other  (Ts.  agencies  (amounts  small  or  current  separate  data  not  rsaddy  available) 
included  with  "individuals  and  others.” 

‘Includes  private  mortgage  pools. 

Source:  Board  of  Governors  of  the  Federal  Reserve  System,  based  on  data  from  various  Government  and  private  organuations. 
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Tabu  B-7}. — C»nsum*r  cntlit  tutsUmding,  19}0-S8 
[tawwit  ouMmdkii  (Mid  o(  meiitk);  mNNoih  of  doNan,  mhomNii  ad|wtod] 


Year  and  month 

Total 

COASMIOOf 

credH 

liistiNiMnt  cradH  * 

Tetal 

AutemebHe 

OthM 

crwRt* 

riMMilMr' 

1950 

23,295 

15,166 

6,035 

9,131 

8429 

1951  . 

24:624 

154S9 

5481 

- 

9478 

8:765 

1957 

29,766 

20,121 

7,651 

12,470 

9445 

1953 

33,769 

23470 

9,702 

14,168 

9499 

1954 

35,027 

24,470 

9,755 

14,715 

10,557 

1955 

41JS5 

29409 

13,485 

16424 

12,076 

1956 

45,503 

32,660 

14,499 

18,161 

U443 

1957 

48,132 

34414 

15,493 

19,421 

13418 

1958 

48,356 

34,736 

14467 

20,469 

13,620 

1959 

55J78 

40,421 

16,641 

23,780 

15,457 

1960 

60,035 

44435 

18,108 

26427 

15,700 

1961 

62440 

45:4» 

17,656 

27,782 

16402 

1962 

66^1 

50475 

20,001 

30474 

17456 

1963 

76,606 

57:056 

22491 

34,165 

19450 

1964 

85469 

64474 

25465 

384n 

1965 

95448 

72414 

29478 

43,436 

23,134 

1966 

101439 

78,162 

31,024 

47,138 

23,677 

1967 

106,716 

81,783 

31,136 

50,647 

24,933 

1968 . 

117431 

90,112 

34452 

■■■■■CTivTl 

53,738 

27,119 

1969 . 

126428 

99481 

36,946 

3,563 

58472 

27447 

1970 . 

131400 

103405 

36448 

4400 

2,433 

60424 

27,695 

1971 . 

147,058 

116,434 

40,522 

8452 

7,171 

60,489 

30,624 

1972 

166,009 

131458 

47435 

9491 

9,468 

64,564 

34,751 

1973 

190,601 

152410 

53,740 

11418 

13,505 

74447 

37,691 

1974 

199465 

162403 

54441 

13432 

14,582 

80,148 

37,162 

1975 

204463 

167,043 

56499 

14,507 

15488 

80,159 

37,920 

1976 

228,162 

187,782 

66421 

16,595 

15,738 

88428 

40480 

1977 

263406 

221,475 

80,948 

36,689 

16462 

87,476 

42,333 

1978 

308472 

261476 

98,739 

45402 

16,921 

101,114 

46496 

1979 . 

347,507 

296,483 

112,475 

53457 

18407 

112,444 

51,024 

1960 . 

349486 

297466 

111,936 

54,894 

18,621 

112,115 

51,820 

1981 . 

366497 

^  310,682 

118456 

60438 

20402 

110486 

55,915 

1982 

381,115 

323436 

124418 

66443 

22433 

110442 

57,579 

1963 

430482 

367468 

143,799 

23,704 

121,698 

62,514 

1984 

511,768 

442438 

173,704 

25,795 

142427 

1965 . 

592,409 

517,755 

209,636 

122,013 

26,834 

159472 

74,654 

1986 . 

646,055 

571433 

246,109 

136481 

26483 

162,460 

74422 

1987 . 

685,545 

613,022 

267,180 

159407 

25,957 

160478 

72,523 

1987:  Jn  . 

645,672 

246,995 

135,592 

26,958 

161,421 

,  74,706 

rh 

6494S2 

248418 

137438 

26433 

161,123 

75,740 

IZm . 

650,075 

249,498 

137,761 

26,811 

161483 

74,622 

i\ftf 

654,118 

580,073 

251411 

140440 

26425 

161,697 

74,045 

1  - 

655,027 

581435 

251,741 

141477 

26,639 

160478 

73,792 

June . 

661,432 

587,878 

254412 

144,777 

26,810 

162,079 

73,554 

Julp . 

666,764 

593413 

256,585 

147,809 

26,966 

162,153 

734S1 

hn . 

670,671 

598,190 

259,558 

149415 

26,879 

161,938 

72,481 

Sapt . 

676,107 

602477 

261,902 

26,845 

73,130 

ud 

680,666 

606426 

263,823 

26,698 

73,740 

Nov 

682,926 

608,728 

264,474 

26,604 

74,198 

Dee 

685,545 

613,022 

267.180 

159407 

25,957 

160,578 

72,523 

1988;J  ^ 

689,705 

619458 

269,883 

162,065 

25,926 

161,384 

70,447 

1  ^ 

695,104 

624494 

273,133 

163,462 

25,857 

161442 

70410 

Cm . 

699,556 

629,485 

276,762 

165,643 

25,732 

161448 

70,071 

703,686 

633436 

278,567 

167456 

25,764 

161,649 

70,350 

^ . 

706,795 

636418 

279,418 

169,154 

25,703 

162,043 

70,477 

June . 

712482 

644472 

282454 

172,809 

25,852 

163,456 

68410 

Jidp . 

715475 

647,993 

283459 

174,927 

25,882 

163,825 

67,382 

‘jg 

720447 

653417 

285,560 

177,568 

25415 

164474 

67,630 

5j31» 

720439 

653419 

284,782 

178,675 

25,746 

164,116 

67,520 

OtJ  * . 

723482 

656480 

286,101 

180,841 

25,645 

164494 

66,402 

'  iRstaNniont  cradit  comis  most  short-  and  intonnodiato-tarm  crodit  oxtended  to  indi«iduals  throufh  ragular  businoss  channob, 
vuultf  to  finance  the  purchase  of  consumm  foods  and  services  er  te  refinance  debts  incurred  ter  such  purposes,  and  scheduiad  to  be 
repaid  (or  with  the  option  of  repairmant)  in  two  or  more  insWiments.  Credit  secured  by  real  estate  is  genaralhr  excluded. 

*  Consists  of  credit  cards  at  retailers,  iMohne  companies,  and  commercial  banks,  and  check  credit  at  commarcial  Banks.  Excludes  30- 
dap  charfo  credit  held  bp  travel  and  entertainment  commies.  Prior  to  1968,  hickidad  in  "other,”  except  taseline  companies,  inchided 
in  noninstallment  crwit  prior  to  1971.  Bering  19V,  includes  open^  credit  at  retailers,  previous^  included  In  "other.  Also 
beghmlni  1977,  some  retail  cradit  was  redmifieolrom  commercial  kite  consumer  credit. 

•  Not  raportM  stpyittly  prior  to  July  1970. 

«  Honinstallment  credit  b  cradit  scheduiad  to  be  repaid  in  a  lump  sum,  including  singlopapment  loans,  charge  accounts,  and  service 
credh.  Because  of  inconsistencies  in  the  data  and  infiaquent  benchmarking,  series  is  no  longer  published  bp  the  Federal  Reserve  Board 
on  a  ragular  basis.  Data  are  shown  here  as  a  general  inricatien  el  trends. 

Source;  Board  of  Governors  of  the  Federal  Reserve  Spstem. 
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GOVERNMENT  RNANCE 

Table  B-76. — Ftdtrml  rtctipu,  oulLtys,  surplus  or  drfkit,  and  Ms,  stltcSed  fiusl  yturs,  1929-90 
(BMiens  of  doMors;  fiscal  yoan) 


Total 

Onhudgot 

Off-budgot 

Gross  Fodsral  (MM 
(and  of  period) 

hdim- 

Fiscal  yaar 
or  period 

Surplus 

or 

deficit 

(-) 

Surplus 

or 

deficit 

(-) 

Surpius 

or 

(Micft 

(-) 

dum; 

Re¬ 

ceipts 

Outlays 

Re¬ 

ceipts 

Outlays 

ctipts 

Outlays 

Total 

Hold  by 
the 
public 

Grass 

natieMi 

product 

■  Not  strictly  comparable  with  later  data. 

*  Estimates. 

Note.— Through  fiscal  year  1976,  the  fiscal  year  was  on  a  July  1-June  30  basis;  bninning  October  1976  (fiscal  year  1977),  the  fiscal 
year  is  on  an  (Ktober  1-^tomber  30  basis.  The  3-month  period  from  July  1,  1976  through  Septembar  30,  1976  is  a  separate  fiscal 
period  known  as  the  transition  quarter. 

Refunds  of  receipts  are  excluded  from  receipts  and  outlays. 

See  "Budget  of  the  United  States  Government,  Hscal  Year  1990”  for  additional  information. 

Sources:  Department  of  Commerce  (Bureau  of  Economic  Analysis),  Department  of  the  Treasury,  and  Office  of  Management  and 


Table  B-77. — Federal  receipts,  outlays,  and  debt,  fiscal  years  1980-90 


[Mllliom  of  dollars:  fiscal  years] 


Description 

Actual 

1980 

1981 

1982 

1983 

1984 

1985 

RECEirTS  AND  OUTLAYS: 

Total  receipts . 

517,112 

599,272 

617,766 

600,562 

666,457 

734,057 

Total  outlays . 

590,920 

678,209 

745,706 

808,327 

851,781 

946,316 

Total  surplus  or  deficit  (-) . 

-73,808 

-78,936 

-127,940 

-207,764 

-185,324 

-212360 

On^wdget  receipis . 

403,903 

469,097 

474,299 

453,242 

500,382 

547,886 

On-budget  outl^.. 

476,591 

543,013 

594,302 

661,219 

685,968 

769,509 

On-budget  surplus  or  deficit  (-) . 

-72,689 

-73,916 

-120,003 

-207,977 

-185,586 

-221,623 

Off-budget  receipts 

113,209 

130,176 

143,467 

147,320 

166,075 

186,171 

Off-budget  outlays.. 

114,329 

135,196 

151,404 

147,108 

165,813 

176,807 

Off-budget  surplus  or  deficit  (-) . 

-1,120 

-5,020 

-7,937 

212 

262 

9,363 

OUTSTANDING  DEBT.  END  OF  PERIOD: 

Gross  Federal  debt . 

908,503 

994,298 

1,136,798 

1,371,164 

1,564,110 

1,816,974 

Held  by  Government  agencies . 

199,212 

209,507 

217,560 

240,114 

264,159 

317,612 

Held  Iv  the  public . 

709,291 

784,791 

919,238 

1,131,049 

1,299,951 

1,499,362 

Federal  Reserve  System . 

120,846 

124,466 

134,497 

155,527 

155,122 

169,806 

Other . 

588,445 

660,325 

784,741 

975,522 

1,144,829 

1,329,556 

RECEIPTS:  ON-BUDGn  AND  OFF-BUDGET 

517,112 

599,272 

617,766 

600,562 

666,457 

734,057 

Individual  income  taxes . 

244,069 

285,917 

297,744 

288,938 

298,415 

334,531 

Corporation  income  taxes.... 

64,600 

61,137 

49,207 

37,022 

56,893 

61,331 

SoM  Hisurance  taxes  and  conlnbut  ons . 

157,803 

182,720 

201,498 

208,994 

239,376 

265,163 

Off-bujet . 

44,594 

52,545 

58,031 

61,674 

73,301 

78,992 

113,209 

130,176 

143,467 

147,320 

166,075 

186,171 

Excise  taxes . 

24,329 

40,839 

36.311 

35,300 

37,361 

35,992 

Estate  and  gill  taxes . 

6,389 

6,787 

7,991 

6,053 

6,010 

6,422 

Customs  duTies . 

Miscellaneous  receipts: 

Dnosits  of  earnings  by  Federal  Reserve 

System . 

7,174 

8,083 

8,854 

8,655 

11,370 

12,079 

11,767 

12,834 

15,186 

14,492 

15,684 

17,059 

All  other . 

981 

956 

975 

1,108 

1,347 

1,480 

OUTUYS:  ON-BUDGET  AND  OFF-BUDGET . 

590,920 

678,209 

745,706 

808,327 

851,781 

946,316 

National  defense . 

133,995 

157,513 

185,309 

209,903 

227,413 

252,748 

Inteniational  affairs . 

12,714 

13,104 

12,300 

11,848 

15,876 

16,176 

General  science,  space,  and  technology . 

5,832 

6,469 

7,200 

7,935 

8317 

8,627 

Energy . 

10,156 

15,166 

13,527 

9,353 

7,086 

5,685 

Natural  resources  and  environment 

13,858 

13,568 

12,998 

12,672 

12,593 

13,357 

Agriculture . 

8,839 

11,323 

15,944 

22,901 

13,613 

25,565 

Commerce  and  housing  credit 

9,390 

8,206 

6,256 

6,681 

6,917 

4329 

Transportation . 

21,329 

23,379 

20,625 

21,334 

23,669 

25,838 

Community  and  regional  development . 

Education,  training,  employment,  and  social  serv- 

11,252 

10,568 

8,347 

7,560 

7,673 

7,680 

tees 

31,843 

33,709 

27,029 

26,606 

27,579 

29,342 

Health 

23,169 

26,866 

27,445 

28,641 

30,417 

33,542 

Medicare 

32,090 

39,149 

46,567 

52,588 

57,540 

65,822 

Income  security . 

86,540 

99,723 

107,717 

122,598 

112,668 

128300 

Social  security . 

118,547 

139,584 

155,964 

170,724 

178,223 

188,623 

On-budget . 

Ofl-buflget . 

675 

670 

844 

19,993 

7,056 

5,189 

117,872 

138,914 

155,120 

150,731 

171,167 

183,434 

Veterans  benefits  aiid  services 

21,185 

22,991 

23,958 

24,846 

25,614 

26392 

Administration  of  justice .... 

4,582 

4,762 

4,703 

5,099 

5,660 

6377 

General  tovemment . 

13,030 

11,436 

10,922 

11,241 

11,821 

11,582 

Net  nterest 

52,512 

68,734 

84,995 

89,774 

111,058 

129,430 

On-budget 

54,851 

71,022 

87,065 

91,619 

114,368 

133,548 

Off-budget 

-2,339 

-2,288 

-2,071 

-1,845 

-3,310 

-4,118 

-19,942 

-18,738 

-1,204 

-28,041 

-26,099 

-33,976 

-32,198 

-1,778 

-31,957 

-32,698 

-26,611 

-1,430 

-24,453 

-1,646 

-29,913 

-2,044 

-30,189 

-2,509 

Otf-butftef . 

See  neit  page  for  continuation  of  table. 
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Table  B-77. — Federal  receipts,  outlays,  and  debt,  fiscal  years  1980-90 — Continued 
[Milliom  of  doNvs;  f»ul  years] 


Description 

Actual 

Estimates 

1986 

1987 

1988 

1989 

1990 

RECEIPTS  AND  OUTLAYS: 

Total  receipts . 

769,091 

854,143 

908,954 

975,534 

1,059239 

Total  outlays . 

990,258 

1,003,830 

1,064,044 

1,137,030 

1,151,848 

Total  surplus  or  deficit  (-) . 

-221,167 

-149,687 

-155,090 

-161,496 

-92,509 

On-budget  receipts . 

568,862 

640,741 

667,463 

708,662 

770,446 

On-budget  outlays . 

806,760 

809,998 

861,352 

926,169 

931,730 

On-budget  surplus  or  deficit  (-) . 

-237,898 

-169257 

-193,890 

-217,507 

-161,284 

Off-budget  receipts . 

200,228 

213,402 

241,491 

266,872 

288,893 

Off-budget  outlays . 

183,498 

193,832 

202,691 

210,861 

220,118 

Off-budget  surplus  or  deficit  (-) . 

16,731 

19,570 

38,800 

56,011 

68,775 

OUTSTANDING  DEBT,  END  Of  PERIOD: 

Gross  Federal  debt . 

2,120,082 

2,345,578 

2,600,753 

2,868,792 

3,107207 

Held  by  Government  agencies . 

383,919 

457,444 

550,557 

674,974 

822,194 

Held  by  the  public . 

1,736,163 

1,888,134 

2,050,196 

2,193,818 

2285,014 

190.855 

212,040 

229.218 

1,545,308 

1,676,094 

1,820,977 

RECEIPTS:  ON-BUDGET  AND  OFF-BUDGET . 

769,091 

854,143 

908,954 

975,534 

1,059,339 

Individual  income  taxes . 

348,959 

392,557 

401,181 

425,193 

466,711 

Corporation  income  taxes . 

63,143 

83,926 

94,508 

106,997 

117,413 

Social  insurance  taxes  and  contributions . 

283,901 

303,318 

334235 

363,871 

391,509 

On-budget . 

83,673 

89,916 

92,845 

96,999 

102,616 

Off-budget . 

200,228 

213,402 

241,491 

266,872 

288,893 

Excise  taxes 

32,919 

32,457 

35227 

33,977 

35270 

Estate  and  gift  taxes 

6,958 

7,493 

7,594 

7,850 

8,084 

Customs  duties 

13,327 

15,085 

16,198 

16281 

17,988 

Miscellaneous  receipts: 

Deposits  of  earnings  by  Federal  Reserve  System . 

18,374 

16,817 

17,163 

17,950 

18,619 

All  other . 

1,510 

2,490 

2,747 

3,415 

3,746 

OUTIAYS:  ON-BUDGET  AND  OFF-BUDGET . 

990,258 

1,003,830 

1,064,044 

1,137,030 

1,151,848 

National  defense . 

273,375 

281,999 

290,361 

298255 

302,991 

International  affairs 

14,152 

11,649 

10,471 

10,748 

17,322 

General  science,  space,  and  technology . 

8,976 

9216 

10,841 

12,593 

14,863 

Energy . 

4,735 

4,115 

2297 

4,137 

2277 

Natural  resources  and  environment . 

13,639 

13,363 

14,606 

16,487 

14,434 

Agriculture.. 

31,449 

26,606 

17210 

20,903 

15292 

Commerce  and  housing  credit . 

4,890 

6,182 

18,808 

20,040 

8262 

Transportation 

28,117 

27272 

28,027 

28287 

Community  and  regional  development . 

7,233 

5,051 

5294 

6,303 

6,365 

Education,  training,  employment,  and  social  services . 

30,585 

29,724 

31,938 

36,351 

39,531 

Health . 

35,936 

39,968 

44,490 

49,761 

52,177 

Medicare . 

70,164 

75,120 

78,878 

86,734 

94,918 

Income  security 

119,796 

123250 

129,332 

136,947 

136,788 

Social  secuiity 

198,757 

207,353 

219,341 

232,334 

246,724 

Dn-budget 

8,072 

4,930 

4,852 

5,414 

6,167 

Off-budget . 

190,684 

202,422 

214,489 

226,920 

240,557 

Veterans  benefits  and  services 

26,356 

26,782 

29,428 

29218 

29,872 

Administration  of  justice 

6,603 

9223 

9,428 

10,598 

General  government 

12,533 

7,569 

9,474 

9,990 

9,993 

-7,156 

Net  interest . 

135,969 

138,570 

151,748 

165,704 

170,109 

140298 

143,860 

159,164 

176,914 

184,997 

Off-budget . 

-4,329 

-5290 

-7,416 

-11210 

-14,888 

-360 

Undistributed  offsetting  receipts . 

-33,007 

-36,455 

-36,967 

-36,931 

-42,042 

-30,150 

-33,155 

-32,585 

-32,082 

-36,491 

Off-budget . 

-2:857 

-3,300 

-4,382 

-4,849 

-5,551 

Note.— Through  fiscal  year  1976,  the  fiscal  year  was  on  a  July  1-June  30  basis;  OMinning  October  1976  (fiscal  ye»  1977),  the  fiscal 
year  is  on  an  October  l-^tember  30  basis.  The  3-month  period  from  July  1,  197b  through  September  30,  1976  is  a  separate  fiscal 
period  known  as  the  transition  quarter. 

Refunds  of  receipts  are  excluded  from  receipts  and  outlays. 

See  "Budget  of  the  United  States  Government,  Hscal  Year  1989"  for  additional  information. 

Sources:  Department  of  the  Treasury  and  Office  of  Management  and  Budget. 
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Table  B-78. — Relation  of  Federal  Government  receipts  and  expenditures  in  the  national  income  and 
product  accounts  to  the  budget,  fiscal  years  1968-90 
[BMNem  of  doHirs;  flseal  yaon] 


Raceipts  and  eipenditures 

19S8 

Estimate 

1989 

_ 

1990 

RECEirTS 

Total  onbudget  and  off-budgot  raceipts . 

909.0 

975.5 

1,059.3 

Government  contributions  for  empioyse  retirement  (grossmg) . 

3S.S 

40.5 

42.4 

16.4 

19.4 

26.7 

2.3 

-4.4 

6.9 

-1.7 

-1.7 

-1.9 

Federal  sector,  netionel  mcome  end  product  accounts,  receipts 

964.8 

1,029.3 

1,133.4 

EXPENDITURES 

1,064.0 

1,137.0 

1,151.8 

Unrhng  and  financial  transactions . 

-15.2 

-18.3 

-4.8 

Government  contributions  for  rniptoyee  retirement  (grossing) . 

38.8 

40.5 

42.4 

Otiw  netting  and  grossing . 

16.4 

7.0 

19.4 

.3 

26.7 

LI 

u 

.8 

2.0 

-5.7 

6.0 

6.1 

0Ui«r . 

-.3 

1.1 

21 

Federal  sector,  national  income  and  product  accounts,  expenditures . 

1,106.3 

1,174.2 

1,213.0 

NotA— Sw  Note,  Table  B-76. 

Sae  Sp^  Analy^  B,  "SpocM  Anatysos,  Budiol  of  the  United  States  Govenenent,  Fiscal  Year  1990"  for  description  of  these 
catefories. 

Sources:  Department  of  Commerce  (Bureau  of  Economic  Analysis),  Department  of  the  Treasury,  and  Office  of  Management  and 


Tabu  B-79. — Ftdtral  and  Stat*  and  local  goptmment  rtctipu  and  txptnditum,  national  income  and 
product  accounts,  I929-M 


(BHHom  of  doHan;  quartirlir  ditt  at  soatOMlIy  adfoatad  umuU  ralaa] 


1  Total  loaaninisnt  | 

FOdaral  Gonornmont  { 

State  and  local  goiwrnniant 

Yoar 

or 

quartor 

Eipandl- 

turai 

Surplutar 

dafldt 

natj^ 

and 

product 

accounts 

Eipandl- 

turas 

Surptaar 

dsfidt 

natioi^ 

and 

product 

accounts 

Espandl- 

turas 

Suiptaar 

dafldt 

naUonid 

jncMH 

and 

product 

accounts 

1929 . 

IIJ 

103 

1.0 

33 

37 

13 

7.6 

73 

-03 

1933 

9.4 

10.7 

-1.4 

2.7 

4.0 

-13 

73 

73 

-.1 

1999 

15.4 

17.6 

-23 

63 

9.0 

-23 

9.6 

9.6 

.0 

1940 

17J 

183 

-.7 

37 

10.0 

-13 

10.0 

93 

.6 

194! 

25.0 

283 

-33 

153 

203 

-5.1 

10.4 

9.1 

13 

1942 — 

32.7 

64.1 

-31.4 

23.0 

531 

-331 

10.6 

U 

13 

1943  „ 

49.2 

93.4 

-443 

393 

839 

-436 

103 

34 

2.4 

1944 

51.2 

103.1 

-513 

41.1 

936 

-54.5 

11.1 

35 

2.7 

1945 

53.4 

923 

-39.5 

42.7 

84.7 

-42.1 

113 

9.0 

2.6 

1946 

52.6 

473 

5.4 

40.7 

373 

33 

130 

11.1 

13 

1947 

S7J 

43.4 

14.4 

44.1 

303 

13.4 

134 

14.4 

1.0 

1946 

59.6 

51.1 

34 

43.9 

35.5 

83 

17.7 

17.6 

.1 

1949 

56.6 

60.0 

-34 

39.4 

42.0 

-36 

193 

203 

-.7 

1950 

69.4 

61.4 

30 

50.4 

413 

93 

213 

22.5 

-13 

i»l 

85.6 

79.5 

31 

64.6 

531 

35 

23.4 

239 

-.4 

1952 

90.5 

943 

-33 

67.7 

71.4 

-3.7 

234 

25.5 

-.0 

1953 

95.0 

102.0 

-7.0 

70.4 

77.6 

-7.1 

27.4 

273 

.1 

1954 

90.4 

97.5 

-7.1 

643 

703 

-30 

29.0 

303 

-1.1 

1^ 

101.6 

99.5 

31 

73.1 

636 

4.4 

31.7 

32.9 

-13 

1^ 

110.2 

105.0 

S3 

735 

723 

31 

330 

339 

-3 

1957 

116.7 

115.8 

.9 

823 

803 

23 

335 

39.8 

-1.4 

1958 

115.7 

1283 

-136 

793 

89.6 

-103 

42.0 

44.4 

-2.4 

1S9 

130.3 

131.9 

-1.6 

90.6 

91.7 

-1.1 

436 

47.0 

-.4 

1960 

140.4 

1373 

3.1 

963 

93.9 

3.0 

50.0 

49.9 

.1 

1961 

145.9 

150.1 

-43 

99.0 

1023 

-33 

54.1 

54.5 

-.4 

1962 

157.9 

161.6 

-33 

1073 

111.4 

-43 

536 

583 

.5 

1963 

169^ 

169.1 

.7 

115.6 

1153 

3 

634 

62.9 

3 

1964 

175.6 

1773 

-23 

1163 

119.5 

-33 

693 

638 

13 

1965 

190.2 

189.6 

.5 

1238 

1253 

.5 

735 

735 

-.0 

1966 . 

214.4 

215.6 

-13 

143.5 

1453 

-13 

853 

84.7 

1967 . 

230.8 

245.0 

-143 

152.6 

1638 

-133 

94.1 

953 

-1.1 

1968 . 

266.2 

2723 

-6.0 

1739 

182.9 

-30 

107.9 

1073 

.1 

1969 . 

300.1 

2903 

9.9 

199.7 

1913 

34 

1203 

119.3 

13 

1970 . 

306.8 

317.4 

-10.6 

195.4 

207.8 

-12.4 

1338 

134.0 

13 

1971 

327.3 

3463 

-19.5 

202.7 

224.8 

-22.0 

153.6 

151.0 

2.6 

1972 

374.0 

377.3 

-3.4 

2323 

249.0 

-138 

1793 

1653 

133 

1973 

419.6 

411.7 

73 

263.7 

2693 

-36 

1934 

182.9 

133 

1974 

463.1 

467.4 

-43 

293.9 

305.5 

-11.6 

213.1 

2039 

73 

1975 

480.0 

544.9 

-643 

294.9 

3643 

-69.4 

239.6 

2332 

4.5 

1976 

549.1 

587.5 

-334 

340.1 

3937 

-53.5 

270.1 

254.9 

153 

1977 

616.6 

635.7 

-19.1 

384.1 

430.1 

-46.0 

300.1 

2733 

263 

1978 

694.4 

694.8 

-.4 

441.4 

470.7 

-293 

3303 

301.3 

239 

1979 

779J 

7683 

11.5 

505.0 

521.1 

-131 

3S5J 

327.7 

27.6 

1980 

855.1 

889.6 

-34.5 

553.8 

6131 

-61.3 

390.0 

3633 

263 

1981 

977J 

1,006.9 

-29.7 

639.5 

7033 

-63.8 

425.6 

391.4 

34.1 

’982 

1,000.8 

1,111.6 

-110.8 

6353 

7813 

-1453 

449.4 

414.3 

35.1 

198J 

1,06U 

1,199.9 

-1236 

659.9 

8339 

-1730 

487.7 

4403 

473 

1984 

1,172.9 

1377.9 

-105.0 

726.0 

8936 

-169.6 

540.5 

4739 

643 

1995 

1,270J 

1,402.6 

-U13 

7837 

9636 

-1963 

5813 

5137 

631 

1986 

1J44.6 

1,489.0 

-144.4 

8233 

1,0339 

-2036 

623.0 

561.9 

613 

1987 

1,469.5 

1374.4 

-104.9 

916.5 

1,0743 

-157.8 

6537 

602.8 

523 

1962  IV 

1,006.4 

1,1753 

-1638 

633.1 

8337 

-202.6 

4593 

424.1 

353 

1983  IV 

1,095.3 

13083 

-112.9 

675.5 

844.7 

-1693 

5038 

449.5 

534 

1984  IV 

1,200J 

1322.9 

-122.1 

742.7 

9303 

-187.5 

554.5 

488.1 

634 

1985- IV 

1,299.9 

1,4453 

-1439 

8053 

1,017.5 

-2123 

598.0 

531.8 

66.3 

1986-1 

1,314.2 

1,445.6 

-131.4 

806.7 

1,0053 

-1936 

613.1 

5439 

673 

M 

1,322J 

1,4973 

-1743 

816.3 

1,050.7 

-234.4 

616.6 

5535 

60.1 

III 

1353J 

1,497.4 

-143.5 

833.6 

1,039.7 

-2031 

629.6 

5639 

62.7 

IV 

1,387J 

1,515.8 

-1235 

856.8 

1340.1 

-1833 

632.9 

578.1 

543 

1987  1 

1,40731 

1347.6 

-140.6 

8713 

1,0593 

-1833 

637.5 

589.9 

47.7 

h 

1,473J 

1356.4 

-92.6 

920.0 

1,064.0 

-144.0 

659.3 

597.9 

61.4 

IH 

1,4873 

1,572.8 

-835 

930.1 

1,0634 

-1383 

659.1 

6063 

52.9 

IV 

1,510.0 

1,620.7 

-110.7 

944.4 

1,104.9 

-160.4 

6639 

6173 

49.7 

1988  1 

1325.4 

1324.6 

-993 

951.0 

1,106.1 

-1531 

6835 

629.7 

538 

II 

1370.9 

1348.0 

-77.1 

963.0 

1,1133 

-1333 

6934 

642.1 

563 

III 

1372.0 

1339.5 

-673 

9735 

1399.0 

-123.5 

708.0 

652.0 

530 

Nota.— fodaral  ttanta-in-aM  to  Stalo  and  local  aononMionta  an  rallactad  In  Fodaral  oapamituros  and  State  and  local  racaiiHs.  Total 
gooarnniont  raeal|»  and  OBiondIturot  hava  baan  aquited  to  oRmbiato  this  duiillcatian. 

Sourco:  Dopartmont  of  Cononorco,  Buroau  of  Economic  Anaiytis. 
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Table  B-80. — Ptdtral  and  Stal*  and  local  govtmmtni  nctipts  and  txptndituns,  national  income  and 
product  accounts,  ky  major  type,  1929-88 
[BMiom  of  doHtrs;  quitwly  doti  at  nosoMlty  adjintod  annual  ralta] 


>  Includes  an  item  for  the  difference  between  wan  accruals  and  disbursements,  not  shown  separately. 
*  Prior  to  1968,  dividends  received  is  included  in  interest  received. 

Source;  Department  of  Commerce,  Bureau  of  Economic  Analysis. 
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Tabu  B-81. — Ptdtral  GtPtmmtnt  rtceipts  attd  exptfuUtuns,  nstUnal  incmt  snd  prtduct  iKctunts, 

1967-90 

[BMIom  ft  dollars;  qMitwIif  (M*  at  iaaaanall|>  idjaitad  aBwaal  rataa] 


Indiract 


*  Indudai  an  itan  for  tha  dWaranca  batwaan  wan  accrualt  and  diabunaniants,  not  Bwam  saparataly. 
*Throii|h  fiscal  yaar  1976,  tha  fiscal  yaar  ms  on  a  Juh  1-Juna  30  baMMini  Octobar  1976  (fisci 
on  an  Oct^  1-Mptambar  30  basis.  Tha  3Hnonth  parM  from  JiilyXl976thri^  Saptambar  30, 191 
town  as  tha  transHicn  quartar. 

'Estbnatas. 

Saurcas;  Dapartmant  of  CanMnarca  (Buraau  of  Economic  Analysis)  and  Offica  of  Manaianiant  and  Bud|at. 


Table  B-83. — Stale  and  local  government  revenues  and  expenditures,  selected  fiscal  years,  1927-87 

[Millions  of  dollars] 

General  revenues  by  source  ‘  General  expenditures  by  function  * 


Fiscal  year ' 

Total 

Property 

taxes 

Sales 

and 

gross 

receipts 

taxes 

Indi¬ 

vidual 

income 

taxes 

Corpo¬ 

ration 

net 

income 

taxes 

Revenue 

from 

Federal 

Govern¬ 

ment 

All 

other® 

Total 

Educa¬ 

tion 

High¬ 

ways 

Public 

welfare 

All 

other® 

1927 . 

7,271 

4,730 

470 

70 

92 

116 

1,793 

7,210 

2,235 

1,809 

151 

3,015 

1932 . 

7,267 

4,487 

752 

74 

79 

232 

1,643 

7,785 

2,311 

1,741 

444 

3369 

1934 . 

7,678 

4,076 

1,008 

80 

49 

1,016 

1,449 

7,181 

1,831 

1,509 

889 

2,952 

1936 

8,395 

4,093 

1,484 

153 

113 

948 

1,604 

7,644 

2,177 

1,425 

827 

3315 

1938 . 

9,228 

4,440 

1,794 

218 

165 

800 

1,811 

8,757 

2,491 

1,650 

1,069 

3,547 

1940 

9,609 

4,430 

1,982 

224 

156 

945 

1,872 

9,229 

2,638 

1,573 

1,156 

3,862 

1942 

10,418 

4,537 

2,351 

276 

272 

858 

2,123 

9,190 

2,586 

1,490 

1,225 

3,889 

1944 

10,908 

4,604 

2,289 

342 

451 

954 

2,269 

8,863 

2,793 

1,200 

1,133 

3,737 

1946 

12,356 

4,986 

2,986 

422 

447 

855 

2,661 

11,028 

3,356 

1,672 

1,409 

4,591 

1948 . 

17,250 

6,126 

4,442 

543 

592 

1,861 

3,685 

17,684 

5379 

3,036 

2,099 

7,170 

1950 

20,911 

7,349 

5,154 

788 

593 

2,486 

4,541 

22,787 

7,177 

3,803 

2,940 

8,867 

1952 

25,181 

8,652 

6,357 

998 

846 

2,566 

5,763 

26,098 

8,318 

4,650 

2,788 

10,342 

1953 

27,307 

9,375 

6,927 

1,065 

817 

2,870 

6,252 

27,910 

9,390 

4,987 

2,914 

10,619 

1954 

29,012 

9,967 

7,276 

1,127 

778 

2,966 

6,897 

30,701 

10,557 

5,527 

3,060 

11,557 

1955 

31,073 

10,735 

7,643 

U37 

744 

3,131 

7,584 

33,724 

11,907 

6,452 

3,168 

12,197 

1956 

34,667 

11,749 

8,691 

1,538 

890 

3,335 

8,465 

36,711 

13,220 

6,953 

3,139 

13,399 

1957 . 

38,164 

12,864 

9,467 

1,754 

984 

3,843 

9,252 

40,375 

14,134 

7,816 

3,485 

14,940 

1958 

41,219 

14,047 

9,829 

1,759 

1,018 

4,865 

9,699 

44,851 

15,919 

8,567 

3,818 

16,547 

1959 

45,306 

14,983 

10,437 

1,994 

1,001 

6,377 

10,516 

48,887 

17,283 

9,592 

4,136 

17,876 

1960 

50,505 

16,405 

11,849 

2,463 

1,180 

6,974 

11,634 

51,876 

18,719 

9,428 

4,404 

19,325 

1961 

54,037 

18,002 

12,463 

2,613 

1,266 

7,131 

12,563 

56,201 

20,574 

9,844 

4,720 

21,063 

1962 

58,252 

19,054 

13,494 

3,037 

1,308 

7,871 

13,489 

60,206 

22,216 

10,357 

5,084 

22,549 

1963 

62,890 

20,089 

14,456 

3,269 

1,505 

8,722 

14,850 

64,816 

23,776 

11,136 

5,481 

24,423 

1962-63 . 

62,269 

19,833 

14,446 

3,267 

1,505 

8,663 

14,556 

63,977 

23,729 

11,150 

5,420 

23,678 

1963-64 . 

68,443 

21,241 

15,762 

3,791 

1,695 

10,002 

15,951 

69,302 

26,286 

11,664 

5,766 

25,586 

1964-65 . 

74,000 

22,583 

17,118 

4,090 

1,929 

11,029 

17,250 

74,678 

28,563 

12,221 

6,315 

27,579 

1965-66 . 

83,036 

24,670 

19,085 

4,760 

2,038 

13,214 

19,269 

82,843 

33,287 

12,770 

6,757 

30,029 

1966-67 . 

91,197 

26,047 

20,530 

5,825 

2,227 

15,370 

21,197 

93,350 

37,919 

13,932 

8,218 

33,281 

1967-68 . 

101,264 

27,747 

22,911 

7,308 

2,518 

17,181 

23,598 

102,411 

41,158 

14,481 

9,857 

36,915 

1968-69 . 

114,550 

30,673 

26,519 

8,908 

3,180 

19,153 

26,118 

116,728 

47338 

15,417 

12,110 

41,963 

1969-70 . 

130,756 

34,054 

30,322 

10,812 

3,738 

21,857 

29,971 

131,332 

52,718 

16,427 

14,679 

47,508 

1970-71 . 

144,927 

37,852 

33,233 

11,900 

3,424 

26,146 

32,374 

150,674 

59,413 

18,095 

18,226 

54,940 

1971-72 . 

167,541 

42,877 

37,518 

15,227 

4,416 

31,342 

36,162 

168,549 

65,814 

19,021 

21,117 

62,597 

1972-73 . 

190,214 

45,283 

42,047 

17,994 

5,425 

39,256 

40,210 

181,357 

69,714 

18,615 

23,582 

69,446 

1973-74 . 

207,670 

47,705 

46,098 

19,491 

6,015 

41,820 

46,541 

198,959 

75,833 

19,946 

25,085 

78,096 

1974-75 . 

228,171 

51,491 

49,815 

21,454 

6,642 

47,034 

51,735 

230,721 

87,858 

22,528 

28,155 

92,180 

1975-76 . 

256,176 

57,001 

54,547 

24,575 

7,273 

55,589 

57,191 

256,731 

97,216 

23,907 

32,604 

103,004 

1976-77 . 

285,157 

62,527 

60,641 

29,246 

9,174 

62,444 

61,124 

274,215 

102,780 

23,058 

35,906 

112,472 

1977-78 . 

315,960 

66,422 

67,596 

33,176 

10,738 

69,592 

68,436 

296,983 

110,758 

24,609 

39,140 

122,476 

1978-79 . 

343,278 

64,944 

74,247 

36,932 

12,128 

75,164 

79,864 

327,517 

119,448 

28,440 

41,898 

137,731 

1979-80 . 

382322 

68,499 

79,927 

42,080 

13,321 

83,029 

95,466 

369,086 

133,211 

33311 

47,288 

155,277 

1980-81 . 

423,404 

74,969 

85,971 

46,426 

14,143 

90,294 

111,599 

407,449 

145,784 

34,603 

54,121 

172,941 

1981-82 . 

457,654 

82,067 

93,613 

50,738 

15,028 

87,282 

128,926 

436,896 

154,282 

34,520 

57,996 

190,098 

1982-83 . 

486,753 

89,105 

100,247 

55,129 

14,258 

90,007 

138,008 

466,516 

163,876 

36,655 

60,906 

205,079 

1983-84 . 

542,730 

96,457 

114,097 

64,529 

17,141 

96,935 

153,570 

505,008 

176,108 

39,419 

66,414 

223,068 

1984-85 . 

598,121 

103,757 

126,376 

70,361 

19,152 

106,158 

172,317 

553,899 

192,686 

44,989 

71,479 

244,745 

1985-86 . 

641,457 

111,710 

135,001 

74,354 

19,982 

113,099 

187,312 

605,594 

210,819 

49,368 

75,868 

269,540 

1986-87 . 

686,164 

121327 

144,293 

83,681 

22,672 

114,996 

199,296 

656,064 

226,658 

52,199 

82,520 

294,687 

'  Hscal  years  not  the  same  for  all  governments.  See  Note. 

*  Excludes  revenues  or  expenditures  of  publicly  owned  utilities  and  liquor  stores,  and  of  insurance-trust  activities.  Intergovernmental 
receipts  and  payments  between  State  and  local  governments  are  also  excluded. 

’  Includes  other  taxes  and  charges  and  miscellaneous  revenues. 

*  Includes  expenditures  for  libraries,  h^tals,  health,  employment  security  administration,  veterans’  services,  air  tiansportation, 
water  transport  and  terminals,  parking  facilities,  and  transit  subsidies,  police  protection,  fire  protection,  correction,  protective  inspection 
and  regulation,  sewerage,  natural  resources,  parks  and  recreation,  housing  and  community  development,  sanitation  other  than  sewerage, 
financial  administration,  judicial  and  legal,  general  public  buildings,  other  governmental  administration,  interest  on  general  debt,  and 
general  expenditures,  n.e.c. 

Note.— Data  for  fiscal  years  listed  from  1962-63  to  1986-87  are  the  aggregations  of  data  for  government  fiscal  years  which  ended 
in  the  12-month  period  from  July  1  to  June  30  of  those  years.  Data  for  1963  and  earlier  years  include  data  for  government  fiscal  years 
ending  during  that  particular  calendar  year. 

Data  are  not  available  for  intervening  years. 

Source:  Department  of  Commerce,  Bureau  of  the  Census. 
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Table  B-M. — Intemt-bearing  public  debt  securities  by  kind  of  obligation,  1967-88 
(HiWam  of  doNan] 


End  of  year 
or  month 


Fiscal 


^j|aar: 

1968 1::: 
1969 . 


1970.. 

1971.. 

1972.. 

1973.. 

1974.. 


1975.. 

1976.. 

1977.. 

1978 

1979 

1980 

1981 

1982 

1983 

1984 

1985 

1986 

1987 

1988.. 


1987;  Jan.. 
Fab.. 
Mar.. 


K 


July... 
Aug... 
Sept.. 
Oct .  . 
Nov... 
Dae... 

1988:  Jan.... 
Feb 

Mar 


July... 

Aug 

Sept.. 


Total* 

Marert- 

boarlng 

public 

debt 

sacuritias 


322^ 

344.401 
351,729 

369,026 

396,289 

425,360 

456353 

473338 

532,122 

619354 

697,629 

766,971 

819,007 

906.402 
996,495 

1,140383 

1375,751 

1,559,570 

1321,010 

2,122,684 

2347,750 

2,599377 

2308,974 

2328,408 

2344,023 

2365359 

2374341 

2306,705 

2304,494 

2341359 

2347,750 

2372,089 

2,407,080 

2.428,935 

2,435,134 

2,469335 

2.484,908 

2,488331 

2317,135 

2344398 

2,539,403 

2,573320 

2399377 


<210,672 

226,592 

226,107 

232,599 

245,473 

257302 

262,971 

266375 

315,606 

392,581 

443,508 

485,155 

506,693 

594,506 

683309 

824,422 

1,024,000 

1,176,556 

1360,179 

■1,564329 

1,675,980 

1.802.905 

1,612,682 

1,622314 

1,635,716 

1339,156 

1,640,597 

1,658396 

1,651327 

1,685,707 

1,675,980 

1,692,601 

1,716,023 

1,724,689 

1,719310 

1,746,182 

1,758,670 

1,744,791 

1,762,457 

1,769,927 

1,761,795 

1,790,712 

1302.905 


Treasury 

bills 


58,535 

64,440 

68356 

76,154 

86,677 

94,648 

100,061 

105,019 

128,569 

161,198 

156,091 

160,936 

161,378 

199332 

223388 

277300 

340,733 

356,798 

384320 

410,730 

378363 

398.451 

423333 

416,735 

406,194 

400353 

395,105 

391,049 

375314 

390,561 

378363 

390304 

390,714 

389,497 

390,031 

390,001 

392,647 

386,046 

383,142 

382392 

382,708 

393392 

396.451 


Treasury 

notes 


49,108 

71,073 

78,946 

93,489 

104,807 

113.419 
117340 

128.419 

150357 

191,758 

241,692 

267,865 

274342 

310,903 

363,643 

442390 

557,525 

661,687 

776,449 

896384 

1,005,127 

1,089,578 

924,546 

931,790 

955365 

964365 

961,922 

984385 

992,774 

1,002335 

1,005,127 

1,009370 

1,027,972 

1,037361 

1,031366 

1,050,048 

1,059,910 

1,052,653 

1,064330 

1,072,706 

1,064,170 

1,062,422 

1,069378 


Traasury 

bonds 


97,418 

91,079 

78,805 

62,956 

53,989 

49,135 

45,071 

33,137 

36,779 

39,626 

45,724 

56,355 

71,073 

83,772 

96,178 

103,631 

125,742 

158,070 

199310 

241,716 

277,590 

299,875 

249303 

259389 

259357 

259338 

268,570 

268,561 

268,539 

277,611 

277,590 

277,582 

282,493 

282,486 

282,468 

291388 

291368 

291347 

299,940 

299329 

299,916 

299398 

299375 


111,614 

117,808 

125,623 

136,426 

150,816 

168,158 

193,382 

206,663 

216,516 

226,673 

254,121 

281316 

312,314 

311,896 

313386 

316,461 

351,751 

383,015 

460,831 

558,355 

671,769 

796372 

596392 

605,594 

608307 

626,403 

633,744 

647,710 

652,867 

655,952 

671,769 

679,488 

691,057 

704346 

715324 

723,053 

726338 

743,440 

754,678 

775,072 

777,608 

782,607 

796,972 


U.S. 

savings 

boms 


51,213 

51,712 

51,711 

51381 

53,003 

55.921 
59,418 

61.921 

65.482 
69,733 
75,411 
79,798 
80,440 

72,727 

68,017 

67374 

70,024 

72,832 

77,011 

85,551 

97,004 

106,176 

91,421 

92,218 

93,042 

93,826 

94,588 

95332 

95,895 

96,448 

97,004 

97,610 

98.482 
99336 

100.515 
101,528 
102343 
103,421 
103,978 

104.515 

105,141 

105,486 

106,176 


Foreign 

govern¬ 

ment 

and 

public 

series* 


1,514 

3,741 

4,070 

4,755 

9370 

18,985 

28,524 

25,011 

23316 

21,500 

21,799 

21,680 

28,115 

25,158 

20,499 

14,641 

11,450 

8,806 

6,638 

4,128 

4,350 

6,320 

4,430 

4,384 

4,934 

4,n3 

5,073 

5,071 

4,426 

4,430 

4,350 

3,980 

3,793 

3,976 

3,917 

3,716 

6.134 

6.135 
5,626 
5,710 

5,907 

7,589 

6,320 


Govern¬ 

ment 

account 

series 


56,155 

59,526 

66,790 

76,323 

82,784 

89,598 

101,738 

115,442 

124,173 

130,557 

140,113 

153,271 

176,360 

189,848 

201,052 

210,462 

234,684 

259,534 

313,928 

365.872 
440,658 
536,455 

389,424 

393,672 

391,415 

403,750 

409,890 

421,579 

422,440 

426,711 

440,658 

447,904 

449,009 

461,261 

472,625 

475.873 
474,450 
490,107 
500,706 
517,472 

519,516 

522,220 

536,455 


2,731 

2,828 

3,051 

4,068 

5,759 

3,654 

3,701 

4,289 

3,644 

4,883 

16,797 

27,067 

27,400 

24,164 

23,718 

24,085 

35,593 

41,843 

63,255 

102,804 

129,758 

148,023 

111,017 

115,320 

118,915 

124,054 

124,193 

125,828 

130,105 

128,363 

129,758 

129,994 

139,773 

139,773 

138,767 

141,936 

143.311 
143,778 
144,370 
147,374 

147,044 

147.312 
148,023 


*  bidudas  Federal  Financing  Bank  sacuritics,  not  siwem  separately,  in  millions  of  dollars:  15,000  in  September  1988-September  1987; 
14J45  in  October  1987-Mav  1988;  and  15im  in  June-Saptember  l9M. 

■  Monmarhatable  certificates  of  mdabtedness,  notes,  bonds,  and  bills  in  the  Treasury  foreign  sarins  of  dollar-denominated  and  foreign- 
cutrencv  denominated  iseues. 

■  kidudas  dapositonr  bonds,  retirement  plan  bonds.  Rural  Electrification  Administration  bonds.  State  and  local  bonds,  and  special 
issues  held  0^  bv  U.S.  Gomniment  agencies  and  trust  funds  and  the  Federal  home  loan  banks. 

<  Includes  $$,610  million  in  certificates  net  shovm  separately. 

Note.— Threurt  fiscal  vear  1976,  the  fiscal  year  ms  on  a  July  1-June  30  basis;  beginning  October  1976  (fiscal  year  1977),  the  fiscal 
year  is  on  an  October  1-September  30  basis. 

Source:  Department  of  the  Traasury. 
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Table  B-83. — Maturity  distribution  and  average  length  of  marketable  interest-bearing  public  debt  securities 
held  by  private  investors,  1967-88 


End  of  year  or  month 

Amount 

out¬ 

standing, 

private^ 

held 

Maturity  class 

Average  length 

Within 

lyear 

lto5 

years 

StolO 

years 

10  to  20 
years 

20  years 
and  over 

Millions  of  dollars 

Years 

Months 

Foael  ycsi: 

1967 . 

150,321 

56,561 

53,584 

21,057 

6,153 

12,968 

5 

1 

1966 

159,671 

66,746 

52,295 

21,850 

6,110 

12,670 

4 

5 

1969 . 

156,008 

69,311 

50,182 

18,078 

6,097 

12,337 

4 

2 

1970 . 

157,910 

76,443 

57,035 

8386 

7,876 

8,272 

3 

8 

1971 

161,863 

74,803 

58,557 

14,503 

6,357 

7,645 

3 

6 

1972 

165,978 

79,509 

57,157 

16,033 

6,358 

6,922 

3 

3 

19/3 

167,869 

84,041 

54,139 

16,385 

8,741 

4,564 

3 

1 

19M . 

164,862 

87,150 

50,103 

14,197 

9,930 

3,481 

2 

11 

1975 

210,382 

115,677 

65,852 

15,385 

8,857 

4,611 

2 

8 

19/6 

279,782 

151,723 

89,151 

24,169 

8,087 

6,652 

2 

7 

1977 

326,674 

161,329 

113319 

33,067 

8,428 

10,531 

2 

11 

1973 

356,501 

163,819 

132,993 

33,500 

11,383 

14,805 

3 

3 

1979 

380,530 

181,883 

127,574 

32,279 

18,489 

20,304 

3 

7 

1930 . 

463,717 

220,084 

156344 

38,809 

25,901 

22,679 

3 

9 

1931 . 

549,863 

256,187 

182337 

48,743 

32,569 

30,127 

4 

0 

1982 . 

682,043 

314,436 

221,783 

75,749 

33,017 

37,058 

3 

1933 . 

862,631 

379,579 

294,955 

99,174 

40,826 

48,097 

4 

1 

1934 . 

1,017,488 

437,941 

332,808 

130,417 

49,664 

66,658 

4 

6 

1985 . 

1,185,675 

472,661 

402,766 

159,383 

62,853 

88,012 

4 

11  i 

1986 . 

1,354,275 

506,903 

467,348 

189,995 

70,664 

119,365 

5 

3 

1937 . 

1,445,366 

483,582 

526,746 

209,160 

72,862 

153,016 

5 

9 

1933 . 

1,555,208 

524,201 

552,993 

232,453 

74,186 

171,375 

5 

9 

1987: Jan . 

1,392,298 

511,792 

480,085 

201,022 

70,861 

128,538 

5 

4 

Feb . 

1,410,621 

509,182 

492,477 

199,928 

73,553 

135,481 

5 

7 

Mar 

1,420,644 

496,642 

506,646 

208,331 

73,544 

135,481 

5 

6 

tfS 

1,401,609 

489,343 

496,631 

207,786 

73,158 

134,691 

5 

6 

May 

1,415,262 

487,944 

508,008 

201,683 

73,196 

144,431 

5 

9 

June . 

1,428,020 

482,919 

518,547 

209,422 

72,903 

144,229 

5 

9  1 

July 

1,424,781 

476,623 

520,691 

210,380 

72,859 

144,228 

5 

8 

Ao? . 

1,459,793 

495,018 

528,692 

209,710 

73,036 

153,338 

5 

9 

Sept 

1,445,366 

483,582 

526,746 

209,160 

72,862 

153,016 

5 

9 

Oct 

1,457,652 

500,525 

523,169 

209,135 

72,776 

152,047 

5 

8 

rjow 

1,478,550 

503,235 

530,327 

214,818 

74,051 

156,119 

5 

9 

Dec 

1,483,625 

502,918 

528,258 

222,785 

73,875 

155,789 

5 

9 

1988  Jan 

1,483,135 

506,561 

522,336 

224,032 

73,947 

156,259 

5 

9 

Feb 

1,510,778 

511,150 

542,026 

218,633 

73,944 

165,025 

5 

10 

Mar 

1,522,745 

514,363 

542,609 

226,733 

74,015 

165,025 

5 

9 

1,496,896 

507,457 

528,078 

224,286 

73,382 

163,639 

5 

9 

May . 

1,520,909 

507,638 

544,505 

222,586 

73,228 

172,952 

5 

11 

1,523,776 

508.031 

540.794 

229.204 

73,131 

172,616 

5 

10 

July  . 

1,520,303 

508,332 

535,847 

229,946 

73,226 

172,952 

5 

10 

1,549,398 

521,960 

555399 

225,965 

74,571 

171,603 

5 

10 

Sept  . 

1,555,208 

524,201 

552,993 

232,453 

74,186 

171,375 

5 

9 

Note.— All  issues  dissified  to  flnel  miturity. 

Ttirough  local  year  1976,  the  fiscal  year  was  on  a  July  1-June  30  basis;  beginning  Octotwr  1976  (fiscal  year  1977),  the  fiscal  year  is 
on  an  October  1— September  30  basis. 

Source:  Department  of  the  Treasury.  ' 
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Table  B-86. — Estimattd  ownership  of  public  debt  securities  by  private  investors,  1976-88 
[Fir  MiMS;  ■  bWoM  ol  (Man) 


■  U  S.  savings  bonds,  series  A-F  and  J,  are  included  at  current  redemption  value. 

*  Includes  domestically  chartered  banks.  U  S.  branches  and  agencies  of  foreign  banks.  New  York  investment  companies  majority  owned  by  foreign  banks, 
and  Edge  Act  corporations  owned  by  domestically  chartered  and  foreign  banks. 

n  Includes  partnerships  and  personal  trust  accounts. 

*  Includes  U  S.  savings  notes.  Sales  began  May  1.  1967.  and  were  discontinued  June  30. 1970. 

>  Exclusive  of  banks  and  insurance  companies. 

*  Includes  State  and  local  pension  funds. 

’  Consists  of  the  investment  of  foreign  balances  and  international  accounts  in  the  United  States. 

■  Includes  savings  and  loan  associations,  credit  unions,  nonprofit  institutions,  mutual  savings  banks,  corporate  pension  trust  funds,  dealers  and  brokers, 
certain  Government  deposit  accounts,  and  Government-sponsored  agencies. 

Source:  Department  of  the  Treasury. 


CORPORATE  PROFITS  AND  FINANCE 

Table  B-87. — Corporal*  profits  u/ith  imvntory  oaluation  and  capital  consumption  adjustmtnts,  1929-88 
[MIowi  of  doNara;  quarttrtir  (Ma  at  saasonaNy  adjmtad  ammal  ralaa] 


prom  mill 
invantory 
vakiatiofl 
and  capital 
comumption 
adjuitmants 


Cofpofilt  profits  iftir  tsi  wWi  Mvontof) 
voiutnofi  wmI  copitol  consmoptioii  odinitiiiowtA 

Total 

Otytdandi 

UndteWbiitad 
profits  witli 
imontory 
valvotiofi 
and  cij^ 

COASHMptlON 

odjustMonts 

Table  B-88. — Corporate  profits  by  industry,  1929-88 
[Billions  of  dollars;  (|iiart*rhi  <f*ta  *t  seasonally  adjusted  annual  rates] 


■  Consists  of  the  following  industries:  Banking;  credit  agencies  other  than  banks;  security  and  commodity  brokers,  deaiers.  and 
services;  insurance  carriers;  regulated  investment  companies;  small  business  investment  companies;  and  real  estate  investment  trusts. 
•  See  Table  B-B9  for  industry  detail. 


Note.— The  industry  classification  is  on  a  company  basis  and  is  based  on  the  1972  Standard  Industrial  Classification  (SK)  beginning 
1948,  and  on  the  1M2  SK  prior  to  1948. 


Source;  Department  of  Commerce,  Bureau  of  Economic  Analysis. 
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Table  B-89. — Corporate  profits  of  manufacturing  industries,  1929-88 
[BHInm  of  dollars;  quarterly  data  at  seasonally  adjusted  annual  rates] 


Note.— The  industry  classification  is  on  a  company  ttasis  and  is  based  on  the  1972  Standard  Industriai  Classification  (SIC)  beginning 
1948,  and  on  the  1M2  SIC  prior  to  1948. 

Source:  Department  of  Commerce,  Bureau  of  Economic  Analysis. 
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Table  B-91. — Relation  of  profits  after  taxes  to  stockholders'  equity  and  to  sales,  all  manufacturing 
corporations,  1947-88 


Ratio  of  profits  after  income  taxes  (annual 
rate)  to  stockholders'  equity — percent  ■ 

Profits  after  income  taxes  per  dollar  of 
sales— cents 

Year  or  quarter 

All 

manufacturing 

corporations 

Durable 

goods 

industries 

Nondurable 

goods 

industries 

All 

manufacturing 

corporations 

Durable 

goods 

industries 

Nondurable 

goods 

industries 

1947 . 

15.6 

14.4 

16.6 

6.7 

6.7 

6.7 

1948 . 

16.0 

15.7 

16.2 

7.0 

7.1 

6.8 

1949 . 

11.6 

12.1 

11.2 

5.8 

6.4 

5.4 

1950 

15.4 

16.9 

14.1 

7.1 

6.5 

1951 

12.1 

13.0 

4.5 

1952 

10.3 

11.1 

4.1 

1953 

10.5 

11.1 

4.3 

1954 

9.9 

10.3 

9.6 

4.6 

4.4 

1955 

12.6 

13.8 

11.4 

5.4 

5.7 

5.1 

1956 

12.3 

12.8 

11.8 

5.3 

5.2 

5.3 

1957 

10.9 

11.3 

10.6 

4.8 

4.8 

4.9 

1958 

8.6 

8.0 

9.2 

4.2 

3.9 

4.4 

1959 

10.4 

10.4 

10.4 

4.8 

4.8 

4.9 

1960 . 

9.2 

8.5 

9.8 

4.4 

4.0 

4.8 

1961 . 

8.9 

8.1 

9.6 

4.3 

3.9 

4.7 

1962 . 

9.8 

9.6 

9.9 

4.5 

4.4 

4.7 

1963 . 

10.3 

10.1 

10.4 

4.7 

4.5 

4.9 

1964 . 

11.6 

11.7 

11.5 

5.2 

5.1 

5.4 

1965 

13.0 

13.8 

12.2 

5.6 

5.7 

5.5 

1966 

13.4 

14.2 

5.6 

5.6 

5.6 

1967 

11.7 

11.7 

!■ 

5.0 

4.8 

5.3 

1968 

12.1 

12.2 

5.1 

4.9 

5.2 

1969 . 

11.5 

11.4 

Hil 

4.8 

4.6 

5.0 

1970 

9.3 

8.3 

^■11 

4.0 

3.5 

4.5 

1971 

9.7 

9.0 

4.1 

3.8 

4.5 

1972 

10.6 

10.8 

4.3 

4.2 

4.4 

1973 

12.8 

13.1 

4.7 

4.7 

4.8 

1973:  IV . 

13.4 

12.9 

14.0 

4.7 

4.5 

5.0 

New  series: 

1973: IV . 

14.3 

13.3 

15.3 

5.6 

5.0 

6.1 

1974 . 

14.9 

12.6 

17.1 

5.5 

4.7 

6.4 

1975 . 

11.6 

10.3 

12.9 

4.6 

4.1 

5.1 

1976 

13.9 

13.7 

14.2 

5.4 

5.5 

1977 

14.2 

14.5 

13.8 

5.3 

1978 

15.0 

16.0 

14.2 

5.3 

1979 

16.4 

15.4 

17.4 

6.1 

1980 

11.2 

4.8 

4.0 

5.6 

1981 

11.9 

5.1 

1982 

6.1 

1  !■ 

4.4 

1983 

8.1 

^  ffl 

4.9 

1984 . 

12.4 

12.5 

3 

HH 

4.8 

1985 . 

10.1 

9.2 

11.0 

3 

4.1 

1986  . 

9.5 

7.5 

11.5 

4.6 

1987 

12.8 

11.9 

13.7 

3 

4.5 

5.2 

1986  1 

7.2 

3.6 

2.9 

4.2 

II 

4.1 

5.4 

III 

3.4 

2.4 

4.3 

IV 

11.1 

3.3 

2.2 

4.5 

1987  1 

4.4 

3.8 

5.1 

II 

im 

5.0 

5.6 

III 

4.9 

6.2 

IV 

4.3 

4.0 

1988:1 . 

15.8 

13.5 

18.1 

6.0 

5.1 

6.9 

II . 

17.5 

16.5 

18.4 

6.3 

5.9 

6.0 

Ill . 

16.0 

13.3 

18.5 

5.9 

5.0 

6.8 

■  Annual  ratios  based  on  average  equity  for  the  year  (using  four  end^l-quarter  figures).  Ouarterly  ratios  based  on  equity  at  end  cd 
quarter  only. 

Note.— Based  on  data  in  millions  of  dollars. 

See  Note,  Table  B-90. 

Source:  Department  of  Commerce,  Bureau  of  the  Census. 
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Table  B-92. — Stunts  and  usts  tf  funds,  nonfarm  nonfinandal  corporaU  kusintss,  /946-88 
[BiNions  of  doUtrs;  quarttcly  data  at  seasonally  adjusted  annual  rates) 


Tabus  B-93. — Suitt  and  municipal  and  business  securities  offered,  1940-88 
(Milliom  of  doflan] 


Yeof  or  quorter 


Stato 

am) 

imuiiclpal 
sacuritws 
offered 
for  ash 
(priiKi- 
pa< 


Bininess  securities  offered  for  cash  ' 


Total 

offerings 


Type  of  security 


Common 

stock* 


Preferred 

stock 


Bonds 

and 

notes 


Industry  of  issuer 


Manufac¬ 

turing* 


Electric, 

Trans- 

Com- 

gas,  and 

porta- 

muni* 

Other 

water* 

tkm* 

cation 

1S9 

96 

4 

21 

109 

211 

329 

293 

1,008 

946 

1,300 

1,058 

1,068 

2,138 

2,037 

2,757 

2,619 

2,426 

1,991 

2,733 

3,383 

3,527 

2,761 

3,957 

4,980 

4,787 

3,167 

4,396 

5,671 

8,985 

9,252 

12,867 

16,298 

10,897 

9,632 

10,983 

15,194 

19,113 

11,801 

13,884 

22,820 

29,413 

37,316 

57,726 

66,571 

88,469 

156,999 

188,631 


145,061 

51,147 

46,063 

51,801 

39,620 

53,333 

50,832 

40,896 


'  Business  securities  offered  include  securities  offered  by  corporate  and  non-corporate  business  enterprises  such  as  limited 
partnerships.  Beginning  1978  excludes  private  placements. 

*  Common  stock  combines  the  conventional  ownership  shares  of  corporate  business  and  securities  issued  by  non-corporate  business, 
eg.,  limited  partnership  interests,  voting  trust  certificates,  and  condominium  securities. 

*  Prior  to  1948,  also  include  extractive,  radio  broadcasting,  airline  companies,  commercial,  and  miscellaneous  company  issues. 

*  Prior  to  19^,  also  includes  telephone,  street  railway,  and  bus  company  issues. 

*  Prior  to  1948,  includes  railroad  issues  only. 

*  Beginning  1978,  business  security  offerings  exclude  private  placements. 

Note.— Covers  substantially  all  new  issues  of  State,  municipal,  and  business  securities  offered  for  cash  sale  in  the  United  States  in 
amounts  over  $100,000  and  with  terms  to  maturity  of  more  than  1  year;  excludes  notes  issued  exclusively  to  commercial  banks, 
intercorporate  transactions,  and  issues  to  be  sold  over  an  extended  period,  such  as  employee-purchase  plans.  Closed-end  investment 
company  issues  are  included  beginning  1973. 

Sources:  Securities  and  Exchange  Commission,  "The  Commercial  and  Financial  Chronicle,"  and  "The  Bond  Buyer.” 
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Table  B-94. — Common  stock  prices  and  yields,  1949-88 


Table  B-95. — Business  formation  and  business  failures,  194i-88 


AGRICULTURE 


Table  B-96. — Farm  income,  1929-88 
[Bilikxis  of  (Mtars;  quarterly  data  at  seasonally  adjusted  annual  rates] 


'Casli  marMing  receipts  and  invantory  ctianges  plus  Govamnient  payments,  other  farm  cash  income,  and  nonmoney  incoaM 
lumished  b*  farms. 

•Fhysicai  changes  in  emLof-period  invantory  of  crop  and  livestock  commodities  valued  at  average  prices  during  the  parM 
* binme  in  current  dollars  divided  by  the  GNP  implicit  price  deflator  (Oapartmant  of  Commerce). 

Note.— Data  include  net  Commodity  Credit  Corporation  loans  and  operator  households. 

Source:  Oapartmant  of  Agriculture,  eicapt  as  noted. 
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Table  B-97. — Farm  output  and  productivity  indexes,  1947-88 


[1977=100] 


■  Farm  output  measures  the  annual  volume  of  net  farm  production  available  for  eventual  human  use  through  sales  from  farms  or 
consumption  in  farm  households. 

*  Gross  production.  * 

*  Includes  items  not  included  in  groups  shown. 

*  New  survey-based  labor  productivity  time  series.  Not  comparable  with  data  previously  published. 

'  Computed  from  variable  weights  for  individual  crops  produced  each  year. 

Source:  Department  of  Agriculture. 
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Table  B-96. — Farm  input  use,  stUcttd  inputs,  1947-87 


Finn  emploviMnt 
(thousaiMb)  • 

h«f- 

MStMl 

Family  Hirad  (mil- 

Total  Morli-  worli-  lions  of 
ora  tra  aats)  * 


M  297  106  54 

356  I  104  285  107  62 

360  108  285  108  68 


Solocted  indues  of  input  use  (1977  a  100) 


poner  cuttutal 
and  dteoM- 
madiin-  cals*  ^ 


■  Farm  population  as  defined  b)f  Dcrartment  of  Agricu 
rural  areas,  regardless  of  occupation.  See  also  footnote  7 


irtment  of  Agriculture  and  Department  of  Commerce,  i.e.,  civilian  population  living  on  farms  in 


‘Total  population  of  United  States  including  Armed  Forcu  overseas,  as  of  July  1. 

‘Includes  peisons  doing  farmwork  on  all  farms.  These  data,  publisfied  by  the  Department  of  Agriculture,  differ  from  those  on 
agricultural  employment  by  the  Department  of  Labor  (see  Table  B-32)  because  of  differences  in  the  method  of  approach,  in  concepts  of 
employment,  and  in  time  of  month  for  which  the  data  are  collected. 

*Acruge  harvested  plus  acreages  in  fruits,  tree  nuts,  and  farm  gardens. 

‘Fertilizer,  lime,  and  puticides. 

'Nonfarm  constant  dollar  value  of  feed,  seed,  and  livestock  purchases. 

’Based  on  new  definition  of  a  farm.  Under  old  definition  of  a  farm,  farm  population  (in  thousands  and  as  percent  of  total 
population)  for  1977,  1978,  1979,  1980,  1981,  1982,  and  1983  is  7,806  and  3.6;  8,1)05  and  3.6;  7,553  and  3.4;  7,241  and  3.2;  6,942 
and  3.0;  6,870  and  3.0;  7,029  and  3.0,  respectively. 

‘Basis  for  farm  employment  series  was  discontinued  for  1981  through  1984.  Employment  is  estimated  for  these  years. 


Note.— Population  includu  Alaska  and  Hawaii  beginning  1960. 

Sources:  Department  of  Agriculture  and  Department  of  Commerce  (Bureau  of  the  Census). 
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‘  bKhidH  itMm  u$Ml  lor  family  living,  not  shown  separatoly. 

*  Indudos  othor  itoms  not  shown  soporatoly. 

•Avarago  for  48  Statos.  Annual  data  aro  for  March  1  of  oach  yoar  through  1975,  Fobruary  1  for  1976-81,  AprN  1  for  1962-85,  and 
FobruaryT  lor  1986-88. 

Sourco;  Dopartmont  of  Agrioilturo. 
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Table  B-100. — U.S.  exports  and  imports  of  agruultural  commodities,  1940-88 


[BiHiom  of  doHan] 


‘Total  inckidas  itaira  not  shown  saparately. 

■Wca,  whaat,  and  whaat  flour. 

'Inckidas  nuts,  fruits,  and  vagrtaMa  praparations. 

'less  than  $50  million. 

Nota.— Data  darivad  from  official  astimatos  ralaasad  by  tha  Buraau  of  tha  Cansus,  Dapartmant  of  Commarca.  Agricultural  commoditia 
ara  dafinad  as  (1)  nonmarkia  food  products  and  (2)  othar  products  of  agricultura  udiicn  hava  not  passad  through  complaa  procnsM  of 
manufactura.  valua,  at  U.S.  port  of  aqwtwion,  is  Dtsad  on  tha  sailing  prica  and  inckidas  inland  frai^,  insuranca,  and  om 
chargas  to  tha  port  Import  v^,  dafinad  ganaraHy  as  tha  markat  valua  in  tha  roraign  country,  axdudas  impart  dutias,  ocaan  fraigm, 
and  marina  insurance. 

Source;  Department  of  Agricultura. 
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Table  B-101. — Balanct  sheet  of  the  farm  sector,  1939-88 
[BiHions  of  dollars] 


Assets 

1 

Ctaims 

End  of  year 

Total 

Roal 

estate 

I 

Other  physical  assets  | 

Fmandal  assets  | 

Total 

Real 

estate 

debt* 

Non- 

real 

estate 

debt* 

Propri¬ 

etors' 

equities 

Live¬ 

stock' 

Machin¬ 
ery  and 

Crops* 

House¬ 

hold 

equip¬ 

ment 

and 

furnish¬ 

ings 

Oepos* 

its 

and 

cur¬ 

rency 

U.S. 

savings 

Invest¬ 
ments  in 
cooper¬ 
atives 

1939 . 

52.6 

33.6 

5.1 

3.1 

2.2 

4.2 

3.2 

0.3 

0.8 

52.6 

6.6 

3.0 

43.0 

1940 . 

M.7 

34.0 

5.3 

3.3 

2.3 

4.1 

3.5 

.4 

.9 

H.7 

6.5 

3.3 

43.8 

1941 . 

61.4 

36.6 

7.1 

4.0 

3.2 

4.8 

4.2 

.5 

.9 

61.4 

6.4 

3.5 

51.5 

1942 . 

72.9 

41.5 

9.6 

4.9 

4.3 

4.8 

5.4 

1.1 

1.0 

72.9 

6.0 

3.2 

63.7 

1943 . 

82.9 

47.7 

9.7 

5.4 

5.5 

4.7 

6.6 

2.2 

1.1 

82.9 

5.4 

2.9 

74.5 

1944 . 

92.1 

52.9 

9.0 

6.5 

6.0 

5.2 

7.9 

3.4 

1.2 

92.1 

4.9 

2.7 

84.4 

1945 . 

102.0 

60.5 

9.7 

5.4 

6.0 

5.5 

9.4 

4.2 

1.4 

102.0 

4.8 

2.9 

94.4 

194« . 

116.1 

68.7 

119 

5.3 

7.0 

7.2 

10.2 

4.2 

1.5 

116.1 

4.9 

3.5 

107.8 

1947._ . 

127.1 

73.5 

13J 

7.4 

8.9 

8.1 

9.9 

4.4 

1.7 

12/.1 

5.1 

4.1 

118.0 

1943 

132.9 

76.0 

14.4 

10.1 

7.4 

8.9 

9.6 

4.6 

1.9 

132.9 

5.3 

4.9 

122.7 

1949 

130.3 

75.1 

12.9 

12.2 

5.9 

8.4 

9.1 

4.7 

2.1 

130.3 

5.6 

5.2 

119.5 

1^ 

152.9 

88.9 

17.1 

14.1 

7.1 

9.6 

9.1 

4.7 

2.3 

152.9 

6.1 

6.1 

140.7 

1951 

169.8 

98.7 

19.5 

16.7 

8.2 

10.1 

9.4 

4.7 

2.5 

169.8 

6.7 

7.4 

ia.7 

1^ 

1K.3 

100.0 

14.8 

17.4 

7.9 

9.5 

9.4 

4.6 

2.7 

1K.3 

7.3 

7.7 

151.4 

1^ 

162.3 

98.9 

11.7 

18.4 

6.8 

9.5 

9.4 

4.7 

2.9 

162.3 

7.8 

6.8 

147.8 

1954 

167.0 

102.5 

11.2 

18.7 

7.5 

9.7 

9.4 

5.0 

3.0 

167.0 

8.3 

12 

151.5 

19a . 

172.5 

108.2 

10.6 

19.3 

6.5 

10.0 

9.5 

5.2 

3.2 

172.5 

9.0 

7.9 

ia.6 

19a . 

181.6 

116.1 

11.0 

20.2 

6.8 

9.6 

9.4 

5.1 

181.6 

9.9 

8.0 

163.8 

1957 . 

191.0 

122.7 

13.9 

20.1 

6.4 

9.6 

9.5 

5.1 

3.7 

191.0 

10.4 

8.8 

171.8 

195B . 

206.4 

131.5 

17.7 

21.8 

6.9 

9.4 

10.0 

5.2 

3.9 

206.4 

11.1 

10.1 

1K.2 

ia9 . 

210.2 

138.4 

15.2 

22.7 

6.6 

9.2 

9.2 

4.7 

4.2 

210.2 

12.1 

11.5 

186.6 

1960 . 

210.9 

139.9 

15.6 

22.2 

6,7 

8.7 

8,7 

4.6 

4.5 

210.9 

12.9 

12.0 

186.1 

lai 

218.9 

146.0 

16.4 

22.5 

7.0 

8.9 

88 

4.5 

4.8 

218.9 

14.0 

12.7 

192.2 

1962 . 

226.2 

150.7 

17.3 

23.5 

7.3 

8.8 

9? 

4.4 

5.0 

226.2 

15.2 

14.2 

196.8 

1963 . 

234.3 

1».9 

15.9 

23.9 

7.9 

8.8 

9,2 

4.2 

5.4 

234.3 

16.9 

15.6 

201.8 

1964 

243.3 

168.5 

14.5 

24.8 

7.7 

8.4 

9.6 

4.2 

5.6 

243.3 

18.9 

16.4 

208.0 

1965 . 

260.3 

180.1 

17.6 

26.0 

83 

8.4 

10.0 

4.1 

5.9 

260.3 

21.2 

18.1 

221.0 

1966 

274.2 

190.2 

19.0 

27.4 

8.9 

8.3 

10.3 

3.9 

6.2 

274.2 

23.1 

19.8 

231.3 

ia7 

288.0 

201.1 

18.8 

29.8 

8.3 

8.8 

10.9 

3.8 

6.5 

288.0 

25.2 

20.8 

242.0 

1968 

301.9 

210.8 

20.2 

31.3 

8.1 

9.4 

11.5 

3.8 

6.8 

301.9 

27.5 

20.4 

253.9 

ia9 

312.9 

217.1 

23.5 

32.3 

8.4 

9.6 

11.9 

3.7 

6.4 

312.9 

29.4 

21.2 

262.4 

1970 

324.0 

223.8 

23.7 

34.4 

9.0 

10.0 

124 

3.6 

12 

324.0 

30.5 

22.3 

271.2 

1971 

349.4 

240.2 

27.3 

36.6 

9.8 

10.8 

13.2 

3.7 

7.9 

349.4 

32.4 

25.1 

291.9 

1972 

393.7 

268.6 

34.1 

39.3 

13.0 

11.9 

14.0 

4.0 

8.9 

393.7 

a.4 

28.0 

330.4 

1973 

477.7 

328.6 

42.4 

44.2 

21.4 

12.3 

148 

4.2 

9.9 

477.7 

39.8 

33.1 

404.9 

1974* 

509.0 

368.7 

24.5 

a.6 

23.0 

11.2 

14.0 

3.8 

10.2 

509.0 

44.9 

36.7 

427.4 

1975 

576.1 

420.6 

29.4 

63.1 

21.1 

11.7 

14.5 

3.9 

11.9 

576.1 

49.9 

41.6 

484.6 

1976 

664.0 

499.6 

29.0 

70.1 

21.2 

12.1 

14.8 

3.8 

13.2 

664.t 

a.4 

47.0 

560.8 

1977 

731.4 

5a.4 

31.9 

76.4 

20.6 

13.8 

15.2 

3.9 

13.3 

731.4 

63.9 

a.o 

612.5 

1978 

867.7 

6a.i 

51.3 

83.3 

25.3 

16.0 

15.5 

4.2 

15.9 

867.1 

72.f 

63.0 

731.2 

1979 . 

1,006.9 

768.0 

61.4 

93.2 

29.2 

17.2 

15.9 

4.0 

18.0 

1,006.! 

86.t 

75.7 

844.4 

1980 . 

1,102.3 

850.8 

60.6 

99.3 

33.0 

19.4 

16.2 

3.8 

19.2 

1,102.3 

97.5 

81.2 

923.6 

1981 . 

1,103.7 

851.7 

53.5 

107.8 

29.1 

20.8 

16.7 

3.6 

20.4 

1,103.1 

107.2 

88.2 

908.2 

1982 . 

1,066.6 

812.2 

53.0 

107.9 

27.9 

23.0 

17.4 

3.5 

21.8 

1.066.6 

111.: 

91.t 

863.5 

1983 . 

1,051.0 

801.8 

4i7 

106.2 

23.9 

24.4 

liu 

3.6 

23.2 

1,051.1 

113.1 

92.1 

844.6 

1984 . 

949.7 

693.7 

49.6 

102.7 

29.6 

26.1 

19.8 

3.7 

24.4 

949.1 

112.1 

92.1 

745.2 

1985 . 

845.4 

606.4 

46.3 

92.4 

23.5 

27.8 

21.1 

3.9 

24.0 

845.4 

105.9 

82.2 

a7.3 

1986 . 

7B9.4 

554.0 

47.6 

84.4 

19.1 

30.5 

24.8 

4.5 

24.4 

789.1 

95.1 

71.( 

622.6 

1987 . 

813.1 

567.2 

57.6 

78.6 

20.5 

33.3 

26.4 

5.( 

24.5 

813.1 

87.1 

a.! 

659.8 

1988  » . 

850.0 

599.0 

61.0 

79.0 

18.0 

a.o 

27.0 

5.0 

26.0 

850.0 

83.0 

67.0 

700.0 

‘  Bogiming  wjth  1959,  Iwrstt  and  mules  are  excluded. 

*  Non^Sommodlty  Cr^  Conation  (COC)  aops  held  on  farms  plus  value  above  loan  rate  for  crops  held  under  CCC. 

*  Includes  CCC  storw  and  dr^  facilities  loans. 

*  Does  fiot  ifldiMte  CCC  cfop  lotns. 

■  Beginning  1974,  data  are  lor  farms  included  in  the  new  farm  definition,  that  is,  places  with  sales  of  $1,000  or  more  annually. 
Note.— Data  include  operator  households. 

Beginning  1959,  data  include  Alaska  and  Hawaii. 

Source:  Department  of  Agriculture. 


INTERNATIONAL  STATISTICS 


Table  B-102. — U.S.  inttmational  transactions,  1946-88 
[Millions  o(  dollsrs;  quartorly  dots  seasonally  adjusted,  except  as  noted.  Credits  (+),  debits  (-)] 


Investment  Income* 


Exports  Imports  Net  Receipts  Payments  Net 


Net  Remit- 

Net  travel  Other  Balance  tances,  Balance 

military  and  serv-  on  goods  pensions,  on 

transac-  transpor-  ices,  and  and  other  current 
tions  tation  net*  services*  unilateral  account* 

receipts  transfers* 


11,764  -  5,067  6,697  772  -  212  560  -  493  733  310  7,«I7  -2,922  4,8B5 

16.0971  -5.973I  IO.I24I  l,102l  -2451  857  -  455  946  145  11,617  -  2,625  8,992 


Note.— OuartMly  dote  for  U.S.  offidal  rtoorvo  ossob  and  foroifn  assote  in  tho  United  Stefas  ara  not  saasonaNy  adjusted. 
Sourco;  Dapartmant  of  Commorco,  Buraau  of  Economic  Anatysis. 


Table  B-IO). — U.S.  nmrhsndist  txptru  and  imporu  ky  primipal  tnd-use  MUgtry,  196}-38 
[BMiom  of  doNars;  quirtfriy  daU  laasanady  a^uatad] 


*  EiHMm  catagarias  baginning  1978  are  net  strictly  camparaMe  witti  data  far  earlier  pariads.  Sea  ArMya^OnaitfAisiKSt  June  1988 
Note.— Data  are  an  an  intematinnal  transactions  basis  and  exclude  military. 

Source;  Department  of  Commerce,  Bureau  of  Economic  Analysis. 
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Tabu  B-104. — U.S.  mmbatuUs*  txptU  snd  mp»ru  ky  mtt,  1979-M 


(Wtam  €l  dolM] 


IndMtrW 

eOMMlllM.. 


Eurm . 

AwtraRa,  Nm 
ZmImI, 
md  SoMlIi 
Al^ . 


Othtr  cauntriM, 
mpt  Entwn 
Empt . 


OPB*... 

Othw*.. 


Eastirn  Europe.. 


krtomatioiMl 

orianizatians 

and 

unallocatnd . 


Industrial 

countrins. 


EHfQM . 

Austrm,  Nm 
Zaabnd. 
and  SoutN 
Africa . 


Olhar  oountrfas, 
ocapt  Eastern 
Europe . 


orec*... 

Other*., 


Eastern  Europe.. 


Intamatienal 

ot|^nuatkNis 

unaltocated . 


Balance  (eacess  of 

■ '  +) . 


Industrial 

countries. 


Canada.. 

Japan.. 


Zealand, 
and  South 
Africa . 


Other  countries, 
eacept  Eastern 
Europe 


orec*... 

Other*.. 


Eastern  Europe. 


International 

o||^nizations 

unallocated.. 


H 

m 

H 

m 

Q 

g 

Q 

g 

1987 

1S4,473  1 

224,299 

237,095 

211,198 

201,820 

219,900 

215335 

223369 

2a,570 

316383 

115,930 

137,152 

141,900 

127,254 

128,353 

140394 

ia317 

150390 

1M357 

204,158 

39,590 

41,626 

46,016 

39,203 

44,512 

53,037 

mon 

56301 

61,092 

72347 

17,629 

20J06 

21,796 

20,694 

21,789 

23341 

22,ia 

263a 

27,604 

37,428 

54,177 

67,603 

65,108 

59,701 

55,4a 

56,867 

56,015 

60,630 

68,758 

85,559 

5,434 

7,117 

8,990 

7,656 

73*9 

6,967 

7,115 

7,403 

6324 

62,630 

82,941 

90,657 

80,130 

74,583 

71,968 

71335 

82,475 

106386 

14,556 

17,368 

21,097 

20,651 

13,771 

11,409 

10,470 

10,709 

13,685 

48,074 

65,573 

69,560 

59,479 

55,170 

60312 

60,559 

60,765 

71,766 

94,701 

5,913 

4,143 

4,440 

3,749 

2,976 

4390 

3358 

2,oa 

2338 

3,739 

65 

65 

33 

192 

212,009 

249,750 

265,063 

247,642 

268,900 

332,422 

338,083 

368316 

409350 

ai,4a 

112,797 

127,884 

144,322 

144,139 

159,893 

205,526 

219,102 

2a374 

259,764 

278,124 

39,227 

42,901 

48,253 

48,523 

55,982 

67,630 

70394 

69,621 

73347 

M,432 

26,260 

31,216 

37,597 

37,683 

42,8a 

60310 

65,653 

80,766 

M,5a 

86,629 

41,817 

47,235 

52,864 

52,900 

55,623 

72,054 

77,454 

89,039 

96315 

100,696 

5,493 

6,532 

5,608 

5,033 

5,443 

5,632 

5,601 

53a 

5354 

6365 

96,131 

119,135 

119,188 

102,414 

107,593 

124,679 

117,134 

121,163 

ia,167 

161,152 

45,039 

55,602 

49,934 

31,517 

25,282 

26352 

22,680 

18,894 

24367 

23,ai 

51,092 

63,533 

69,254 

70J97 

82,311 

97327 

94,454 

102369 

123300 

137,711 

1,896 

1,444 

1,553 

1,066 

1,413 

2317 

1,847 

1379 

1,919 

2,164 

1 

.  -27,536 

-25,481 

-27,978 

-36,444 

-67,080 

-112,522 

-122,ia 

-ia,547 

-160380 

-125,157 

3,133 

9,268 

-2,422 

-16,885 

-31,5a 

-64,532 

-78,585 

-94,684 

-94,907 

-73,966 

-537 

-1275 

-2^37 

-9,320 

-11,470 

-14,593 

-15,004 

-13,020 

-12,555 

-12,065 

.  -8,631 

-10,410 

-15J01 

-16,989 

-21,055 

-36369 

-a,508 

-54,422 

-56,9a 

-a301 

.  12,360 

20,368 

12,244 

6,801 

-175 

-15,187 

-21,439 

-28,409 

-27,457 

-15,139 

-59 

585 

3,372 

2,623 

1,161 

2317 

1,386 

1,167 

2,0a 

2,459 

..  -33,501 

-36,194 

-28,531 

-22,284 

-37,167 

-50,096 

-a,166 

-49328 

-65,692 

-52,766 

..  -30,483 

-38,234 

-28J37 

-10J66 

-10,026 

-13381 

-11371 

-8,424 

-13,658 

-9,756 

-3,018 

2,040 

306 

-11,418 

-27,142 

-37,015 

-33,895 

-41304 

-52,034 

-43,010 

;  4,017 

2,699 

2,887 

2,683 

1,563 

2,073 

1,411 

65 

319 

1,575 

-1,254 

88 

42 

64 

33 

192 

_ 

*  MteriajSiiS^’GSon/tnten^  kan,  kaiL  Kuwait  Uhira,  Nigeria,  Qatar,  Saudi  Arabia,  Unitrt  Arab  EmkatK^and  Vanen^. 
*1%  American  HbmiMics,  other  Western  llemisphere,  and  other  countries  in  Asia  arid  Africa,  less  members  of  OPB. 
Note.— Data  are  on  an  intamatienal  transactions  basis  and  eackide  military. 

Source:  Department  of  Commerce,  Bureau  of  Economic  Analysis. 
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Table  B-105. — U.S.  merchandise  exports,  imports,  and  trade  balance,  1970-88 
[Btlliom  of  doHan;  monthly  data  saasonaHy  adjusted] 


>  Department  of  Defense  shipments  of  irant-aid  mditaiy  supplies  and  equipment  under  the  Military  Assistance  Profram  ar:  eicluiM 
from  total  oqwrts  throuth  19K  and  incluM  bofinning  1986. 

«  hrdudes  undocumenwd  esports  to  Canada. 

*  Total  arrivals  of  Imported  goods  other  than  intransit  shipments. 

*C.i.f.  (cost  insurance,  and  freight)  import  value  at  first  port  of  entry  into  United  States.  Data  for  1967-73  are  estimatss 
■FJ.S.  (free  alongside  ship)  value  basis  at  U.S.  port  of  exportation  for  exports  and  at  foreign  port  of  exportation  for  imports 

*  Total  exports  are  on  a  rensed  statistical  month  basis:  end-use  categories  are  on  a  statistical  month  basis. 


Note.— Data  are  as  reported  by  the  Bureau  of  the  Census  adjusted  to  include  silver  ore  and  bullion  reported  separately  prior  to  1969. 
Trade  in  eoM  is  included  beginning  1974.  Export  statistics  cover  all  merchandise  shipped  from  the  U.S.  customs  area,  except  suppliei 
for  the  U!S.  Armed  Forcei  Exports  include  shipments  under  Agency  for  International  Development  and  Food  for  Peace  programs  as  eel 
as  other  private  relief  shipments. 

Data  bajAming  1974  include  trade  of  the  U.S.  Virgin  Islands. 

Source;  ileparbnent  of  Commerce  (Bureau  of  the  Census  and  International  Trade  Administration,  Office  of  Trade  and  Investment 
Analysis,  Trade  Statistics  Division). 
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Table  B-106. — International  investment  position  of  the  United  States  at  year-end,  1960-87 
(BMiom  o<  doUara] 


Type  of  investment 

BSII 

m\ 

EI3 

1987 

Not  international  investment  position  of  the  United  States... 

106.3 

141.1 

136.9 

IB 

-2692 

-368.2 

U.S.  assets  abroad . 

G07.1 

719.8 

824.9 

896.1 

1,071.4 

1,167.8 

U.S.  official  resarve  assets . 

26.8 

30.1 

34.0 

34.9 

48.5 

45.8 

Gold . 

11.2 

11.2 

11.1 

^mn 

11.1 

11.1 

11.1 

Special  drawmg  rights . 

2.6 

4.1 

5.0 

5.6 

7J 

8.4 

10.3 

Reserve  position  m  the  International  Monetary 

2.9 

5.1 

H 

11.3 

11.5 

11.9 

11.7 

112 

Foreign  currencies . 

10.1 

9.8 

10.2 

6.3 

6.7 

12.9 

17.3 

13.1 

U.S.  Government  assets,  other  than  official  reserve 

assets . 

63.8 

68.7 

74.6 

79.5 

84.8 

87.6 

Kg 

U.S.  loans  and  other  long-term  assets . 

62.0 

67.2 

72.9 

77.8 

82.9 

85.8 

83.7 

Reg^rable  in  dollars . 

S9.8 

65.0 

70.9 

76.0 

81.1 

84.1 

87.1 

22 

2.2 

1.9 

1.8 

1.8 

1.7 

1.6 

1.6 

U.S.  foreign  currency  holdings  and  U.S.  short- 

1.7 

1.5 

1.7 

1.7 

2.0 

1.8 

.8 

.8 

term  anets . 

U.S.  private  assets . 

516.6 

621.1 

716.4 

760.7 

776.3 

819.5 

933.4 

1,033.6 

Direct  investment  abroad 

215.4 

228.3 

207.8 

207.2 

211.5 

230.3 

259.6 

306.9 

Foreign  securities . 

62.7 

63.4 

75.5 

83.8 

89.1 

112.8 

133.2 

146.7 

Bonds . 

43.5 

45.8 

56.7 

57.7 

61.8 

73.0 

81.8 

91.0 

Corporate  stocks 

19.2 

17.6 

18.8 

26.1 

27.3 

39.8 

51.4 

55.7 

U.S.  claims  on  unaffiiiated  foreigners  reported 

35.1 

30.1 

29.1 

33.3 

30.1 

by  U.S.  nonbanking  concerns . 

34.7 

35.9 

28.6 

U.S.  claims  reported  by  U.S.  banks,  not  included 
elsewhere . 

203.9 

293.5 

404.6 

434.5 

445.6 

447.4 

507.3 

547.9 

Foreign  assets  in  the  United  States . 

500.8 

578.7 

688.1 

784.5 

892.6 

1,061.0 

1240.7 

1,536.0 

Foreign  official  assets  in  the  United  States . 

176.1 

180.4 

189.1 

194.5 

199.3 

202.6 

241.7 

283.1 

U.S.  Government  securities . 

118.2 

125.1 

132.6 

137.0 

143.0 

143.4 

1772 

219.1 

111.3 

117.0 

124.9 

129.7 

135.5 

135.7 

170.6 

2112 

Other . 

6.9 

8.1 

7.7 

7.3 

7.5 

7.7 

6.7 

7.9 

13.4 

13.0 

13.6 

14.2 

15.0 

15.7 

17.8 

15.0 

U.S.  liiMitits  reported  by  U.S.  banks,  not  »• 

30.4 

26.7 

25.0 

25.5 

26.1 

26.7 

27.9 

31.8 

14.1 

15.5 

17.9 

17.7 

15.2 

16.7 

182 

17.3 

324.8 

398.3 

498.9 

590.0 

693.3 

858.4 

1,098.9 

1252.9 

DIroct  investment  in  the  United  States . 

83.0 

108.7 

124.7 

137.1 

164.6 

184.6 

220.4 

261.9 

U.S.  Treosury  securities . 

16.1 

18.5 

25.8 

33.8 

58.2 

83.6 

91.5 

78.4 

U.S.  securities  other  than  U.S.  Treasury  securi- 

74.1 

75.1 

93.0 

113.8 

W3 

206.2 

308.8 

344.4 

9.5 

10.7 

16.7 

17.5 

32.7 

82.5 

142.1 

171.0 

64.6 

64.4 

76.3 

94.5 

94.6 

123.7 

166.7 

173.4 

U.S.  Habiiities  to  unaffiiiated  foreigners  reported 

31.0 

29.5 

26.6 

28.8 

30.4 

30.6 

27.5 

26.9 

U.S.'  H^iRtias  reporled  by  U.S.  banks,  not  in- 
chided  ehewhere . 

121.1 

165.4 

228.0 

278.3 

312.2 

354.5 

451.6 

539.4 

Source;  Department  of  Commorco,  Buroau  of  Economic  Analysis. 
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Table  B-107. — Inttmational  resents,  selected  years,  1952-88 


[MiHiom  of  SORs;  end  of  period] 


Area  and  country 

1952 

1972 

1982 

1985 

1986 

1987 

1988 

■ai 

Nov 

49,388 

62,851 

147,323 

361,515 

438,496 

451,921 

539,503 

568,648 

38,582 

52,535 

11U782 

211,919 

254,907 

276,369 

347,435 

367,926 

Uniied  States . 

24,714 

17720 

12,112 

29,918 

38,412 

39,790 

33,657 

38752 

36794 

Canada 

1,944 

2,561 

5,572 

3,428 

2782 

3748 

5,778 

12,050 

11,773 

A  n!  s:.a 

920 

1,168 

5,656 

6,053 

5,528 

6702 

6,441 

10723 

10770 

Jaoan 

1,101 

2,021 

16,916 

22,001 

25,173 

35,394 

57,925 

68,897 

71755 

Ne«7ealiAd 

183 

251 

767 

577 

1,454 

3,084 

2798 

1,903 

1722 

. 

116 

1,081 

2,505 

5,544 

5,080 

5,778 

6,049 

6,657 

6,734 

geighjw . 

1133 

1,753 

3,564 

4,757 

5,611 

5,724 

7,958 

7,885 

8,076 

Denmr't 

150 

256 

787 

2,111 

4,999 

4,116 

7,153 

8,514 

f74t 

132 

237 

664 

1,420 

3,481 

1,528 

4,592 

4,605 

4732 

686 

4,049 

9724 

17,850 

27,071 

28,579 

26,161 

22766 

960 

6,958 

21,908 

43,909 

43,735 

45,626 

58,846 

47,931 

48,444 

ktlifA .  . 

8 

32 

78 

133 

189 

255 

221 

205 

176 

bSfiBd . 

318 

359 

1,038 

2,390 

2,689 

2,658 

3,393 

3,851 

3,609 

Italy.... 

722 

4,068 

5,605 

15,108 

16,531 

18,674 

23,631 

26,147 

27757 

953 

1,943 

4,407 

10,723 

11754 

10,687 

12,818 

13,332 

13731 

R''W’y . 

164 

304 

1720 

6772 

12,711 

10781 

10,105 

10,576 

9752 

134 

1,045 

4,618 

7,450 

10,686 

12,581 

22,033 

27,029 

504 

802 

1,453 

3797 

5,487 

5,568 

5,974 

6,329 

6777 

Sw'UcMoiid 

1,667 

2,919 

6,961 

16,930 

19717 

20,726 

22783 

18,940 

United  Kingdom . 

1,956 

3,308 

5701 

11,904 

12,373 

15,726 

30,070 

32,186 

32713 

10,345 

10,316 

37,040 

149,596 

183,590 

175,553 

192,068 

2C0,723 

By  area': 

1,786 

2,110 

3,962 

7,696 

8,689 

7,407 

7.538 

7,554 

3793 

i,m 

8,129 

44,577 

67,773 

81,388 

99,773 

108,083 

966 

1,348 

6,425 

7,666 

10,588 

11,190 

11,742 

16736 

Middie  usi 

1,183 

1705 

9,436 

64,094 

58,628 

47,914 

45718 

42,802 

2,616 

2782 

9,089 

25,563 

37,912 

27,653 

27,197 

26,048 

Memo-. 

OU-emortmg  countries . 

1,699 

2,030 

9,956 

67,163 

69725 

51,898 

49,146 

43,489 

Non-oil  devMopmg  cnii»ites> . 

8,646 

8786 

27,085 

82,433 

114765 

123,655 

142,921 

157734 

■  Includes  date  for  Taiwan  Province  of  China. 


Note.— kitemational  reserves  is  comprised  of  nwnetary  authorities’  hcMings  of  gold  (at  SON  35  per  ounce),  special  drawing  rigMs 
(SOte),  reserve  positions  in  the  International  Rkme^  Fund,  and  foreign  exchange.  Data  exclude  U.S.S.R.,  other  Eastern  Europem 
countrm,  and  Cuba  (after  1960). 

U.S.  dollars  per  SDR  (end  of  period)  are-.  1952  and  1962-1.00000;  1972-1.08571;  1982-1.10311;  1985-1.09842;  1986- 
1.22319;  1987-1.41866;  and  Nevember  1988-1.36637. 


Source;  International  Monetary  Fund,  “tihmitmul  Rmcitt  Stetistics.  * 
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Table  B-108. — Foreign  exchange  rates,  1967-88 
[Curroncy  units  p«r  U.S.  dollnr,  except  as  noted] 


Multilaterel  trede^neithtad  value  of 
United  Kingdoni  the  U.S.  dollar  (Maroi  1973=100) 

(pound) • - r - 

Nominal  Real 


‘Cents  par  unit  of  forei|n  currency. 

*Miustad  by  chanfes  in  consumer  prices. 

Source;  Board  of  Governors  of  the  Federal  Reserve  System. 
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Table  B-109. — Indmtriml  pnduttun  and  ttmunur  pruts,  major  industrial  countrits,  1962-88 


Year  or  quarter 

United 

States 

Canada 

Japan 

European 

Commu¬ 

nity* 

France 

_ 

West 

Germany 

Italy 

United 

Kingdne 

Industrial  production  (1977- lOO)' 

1962 . 

53.2 

46.6 

294 

55.7 

50 

56.6 

49.6 

68.4 

1963 

56.3 

49.6 

32.5 

58.1 

56 

584 

54.0 

707 

1964 

60.1 

54.1 

37.7 

624 

60 

63.3 

56.1 

714 

1965 

66.1 

58.7 

394 

64.9 

61 

66.9 

58.7 

7U 

1966 

72.0 

63.0 

44.2 

67.4 

64 

67.5 

65.6 

79J 

1967 

73.5 

65.5 

52.8 

68.5 

66 

65.5 

70.7 

80.4 

1968 

77.6 

69.7 

60.8 

73.6 

68 

71.5 

74.8 

8U 

1969 

81.2 

74.5 

70.4 

80.5 

75 

80.6 

77.6 

«.S 

1970 

78.5 

75.5 

80.1 

84.5 

79 

85.8 

82.6 

I8J 

1971 

79.6 

79.6 

82.3 

86.4 

84 

87.5 

82.2 

Hi 

1972 

87.3 

85.6 

86.8 

904 

88 

90.8 

86.2 

91.1 

1973 

94.4 

94.7 

99.0 

96.8 

95 

96.7 

94.5 

994 

1974 

93.0 

97.7 

96.7 

97.5 

96 

96.4 

98.3 

973 

1975 

84.8 

91.9 

86.5 

91.0 

91 

90.5 

89.6 

92.1 

1976 

92.6 

97.5 

96.1 

97.7 

98 

98.7 

100.0 

951 

1977 

100.0 

100.0 

100.0 

100.0 

100 

100.0 

100.0 

100.0 

1978 

106.5 

1034 

106.3 

102.3 

102 

102.7 

101.9 

1034 

1979 

110.7 

109.7 

113.8 

107.4 

107 

107.7 

108.8 

1063 

1980 

106.6 

108.1 

119.0 

106.7 

106 

106.0 

114.4 

993 

1981 

111.0 

108.6 

120.3 

104.2 

106 

106.2 

112.6 

954 

1962 

103.1 

97.9 

120.7 

102.9 

104 

103.1 

108.5 

904 

1963 

109.2 

104.3 

124.5 

104.3 

105 

104.1 

105.8 

101.7 

1964 

121.4 

116.9 

136.1 

106.7 

105 

107.6 

109.2 

103.1 

1965 

123.7 

123.3 

141.0 

1104 

106 

112.9 

110.4 

1073 

1966 

125.1 

125.1 

140.8 

112.5 

106 

114.9 

113.5 

109.4 

1987 . 

129.8 

131.6 

145.7 

114.9 

108 

115.6 

118.0 

1123 

1987  1 

126.9 

129.1 

142.0 

112.5 

106 

113.9 

117.0 

110.9 

II 

128.2 

130.9 

142.2 

114.6 

109 

115.7 

1194 

111.6 

III 

131.0 

133.2 

146.8 

114.7 

109 

115.9 

115.9 

1133 

IV . 

133.2 

136.3 

151.8 

116.3 

no 

116.8 

119.7 

1151 

1988  1. 

134.5 

137.8 

156.5 

117.1 

111 

117.7 

123.0 

1154 

n . 

136.0 

139.4 

156.2 

118.1 

112 

118.6 

122.2 

1157 

IH . 

138.4 

140.5 

159.6 

117 

120.9 

121.9 

1156 

Consumer  prices  (1982-84=100) 

1962 . 

30.2 

27.4 

24.7 

22.7 

21.0 

43.1 

12.6 

156 

1963 . 

30.6 

27.9 

26.6 

23.6 

22.0 

44.3 

13.6 

151 

1964 . 

31.0 

28.4 

27.7 

24.4 

22.7 

45.4 

14.4 

156 

1965 . 

31.5 

29.1 

29.5 

25.3 

23.3 

46.9 

15.0 

17.4 

1966 . 

32.4 

30.2 

31.1 

26.2 

23.9 

48.5 

15.4 

151 

1967 

33.4 

31.3 

32.2 

26.9 

24.6 

49.3 

16.0 

lU 

1968 

34.8 

32.5 

34.0 

27.9 

25.7 

50.1 

16.2 

19.4 

1969 

36.7 

34.0 

35.8 

29.0 

27.4 

51.0 

16.6 

20.4 

1970 

38.8 

35.1 

38.5 

30.5 

28.7 

52.9 

16.8 

213 

1971 

40.5 

36.1 

40.9 

32.4 

30.3 

55.6 

17.6 

233 

1972 

41.8 

37.9 

42.9 

34.3 

32.2 

58.7 

18.7 

25.5 

1973 

44.4 

40.7 

47.9 

37.2 

34.5 

62.8 

20.6 

27.9 

1974 

49.3 

45.2 

59.0 

42.1 

39.3 

67.2 

24.6 

323 

1975 

53.8 

50.1 

66.0 

47.6 

43.9 

714 

28.8 

404 

1976 

56.9 

53.8 

72.1 

52.6 

48.1 

74.2 

33.6 

456 

1977 

60.6 

58.1 

78.0 

57.7 

52.7 

76.9 

40.1 

544 

1978 

65.2 

63.3 

81.3 

61.7 

57.5 

79.0 

45.1 

58.7 

1979 

72.6 

69.1 

84.3 

67.3 

63.6 

82.3 

52.1 

656 

1980 

82.4 

76.1 

90.9 

75.6 

72.2 

86.7 

63.2 

755 

1981 

90.9 

85.6 

95.4 

84.0 

81.9 

92.2 

75.4 

673 

1982 

96.5 

94.8 

98.0 

92.4 

91.7 

97.1 

87.7 

95.4 

1983 

99.6 

100.4 

99.8 

100.5 

100.3 

100.3 

100.8 

993 

1964 

103.9 

104.7 

102.1 

107.1 

108.0 

102.7 

111.5 

1043 

1985 

107.6 

108.9 

104.2 

113.8 

114.3 

104.9 

121.0 

1114 

1986 

109.6 

113.4 

104.8 

117.5 

117.2 

104.6 

128.5 

1143 

1987 

113.6 

118.4 

104.9 

121.2 

121.1 

105.0 

134.4 

119.7 

1987  1 

111.6 

116.3 

104.0 

119.8 

119.8 

104.7 

132.1 

117.9 

II 

113.1 

117.9 

105.3 

121.0 

120.9 

105.0 

133.4 

119.7 

III 

114.4 

119.3 

105.1 

121.6 

121.6 

105.1 

134.8 

1203 

IV 

115.4 

120.1 

105.3 

122.5 

122.1 

105.1 

137.1 

1213 

1982  1 

116.1 

121.0 

104.8 

123.3 

122.7 

105.6 

138.6 

1213 

II 

117.5 

122.6 

105.5 

124.7 

123.9 

106.2 

140.0 

1243 

III 

119.1 

124.0 

105.7 

125.8 

125.0 

106.3 

141.4 

127.6 

>  Consists  of  BotgiimMiuembouri,  Denmark,  France,  Greece,  Ireland,  Italy,  Netherlands,  United  Kingdom,  West  Germany,  Portugal,  and 
SoM.  Industrial  production  prior  to  July  1981  escludes  data  for  Greece,  which  joined  the  EC  in  1981.  Data  for  Portugal  and  Span, 
unich  bocame  members  on  January  1,  Iw  are  excluded  prior  to  1982. 

'  All  data  exclude  construction.  Quarterly  data  are  seasonally  adjusted. 

Sources:  Department  of  Commerce  (International  Trade  Administration,  Office  of  Trade  and  Investment  Analysis,  Trade  Statistia 
Division)  and  Department  of  Labor  (Bureau  of  Labor  Statistics). 
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Tabu  B-110. — Cmtisn  unmpUymtnl  rmit,  snd  hturty  nmpttustmi,  msjf  indutrisl  nuntriu, 

1960^ 

[QMirt«l|r  Mt  WMemllif  idliitM] 


■  CiviliM  unonploiniwnt  rates,  approximating  U.S.  coiKepts.  Quarterly  data  for  France,  West  Germany,  and  United  Kingdom  siuMild  be 
lewed  as  less  precise  indicators  of  unemployment  under  U.S.  concepts  than  the  annual  data.  Many  Italians  reported  as  unempfoyed  did 


viewed  as  less  precise  indicators  of  unemployment  under  U.S.  concepts  than  the  annual  data.  Matw  Italians  reported  as  unempfoyed  did 
not  actively  seek  work  in  the  past  30  days,  and  they  have  been  excluded  for  comparabilih  with  U.S.  concepts.  Inclusion  of  such  persons 
would  about  double  the  unemployment  rate  for  Italy  through  1985,  and  inaease  it  to  11-12  percent  for  1986-88.  There  are  breaks  in 
the  series  for  Italy  and  West  Germany.  Based  on  the  former  series,  the  rate  for  West  Germany  for  1983  was  7.4  percent  and  the  rate 
for  Italy  for  1986  was  6.3  percent. 

'Hourly  compensation  in  manufacturing,  U.S.  dollar  basis.  Data  relate  to  all  employed  persons  (wage  and  salary  earners  and  the  self- 
empk^)  in  the  United  States  and  Oiaida,  and  to  all  employees  (wage  and  salary  earners)  in  the  other  countries.  For  France  and 
United  Kingdom,  compensation  adjusted  to  include  changes  in  employment  taxes  that  are  not  compensation  to  employees,  but  are  labor 
costs  to  employers. 

Source:  Oep^ment  of  Labor,  Bureau  of  Labor  Statistics. 
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Tabu  B-lll. — Growth  rates  in  real  gross  national  product,  1961-88 


‘  EsthMtes. 

*  OCCO  (Orianization  for  Economic  Cooperation  and  Development)  incliKios  Australia,  Austria,  Belgium,  Denmark,  Finiand,  Fraan, 
West  Germm,  Greece,  Iceland,  Ireland,  Italy,  luiembourg,  Netherlands,  New  Zealand,  Norway,  rortugal,  Spain,  Sweden,  Switzertaml, 
Turkey,  and  wiitad  Kkifdom,  not  shown  separately. 

*  Includes  Belgium,  Denmark,  Greece,  Ireland,  Luxembourg,  Netherlands,  Portugal,  and  Spain,  not  shown  separately. 

*  Includes  Nom  Korea  and  Yugoslavia,  not  shown  separately. 

*  Not  available. 

Sources:  Department  of  Commerce,  International  Monetary  Fund,  Organization  for  Economic  Cooperation  and  Deveiopment,  and  Council 
of  Economic  Advisers. 
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